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CAN CORPORATE INCOMES BE 
SCIENTIFICALLY ASCERTAINED? 


ARTHUR C. KELLEY 
Professor, San Jose State College 


in the March 1950 number of the 
Journal of Accountancy,‘ in which he 
disagrees with the trend of thinking of 
certain accountants, such as that ex- 
pressed in the writings of Mr. Maurice 
H. Stans who favors the development of a 
more uniform and codified set of account- 
ing standards,” comes as a definite surprise 
and disappointment to many of us who 
agfee with Mr. Stans that the need today 
is to place the practice of accountancy on 
amore uniform and objective basis. 
There is a present need to devise and 
establish by authoritative recommenda- 
tions of the profession a set of accounting 
concepts and standards, which will be 
generally accepted and adhered to in the 
determination of corporate net incomes, 
so that the findings of the accountant as 
expressed in the annual reports of Ameri- 
can corporations with regard to the amount 
of the income accrued or loss sustained 
during the fiscal period, will be accepted 
and relied on by the public and all in- 
terested parties as definitive and con- 
clusive, and expressing substantially the 
facts and the result of the events which 
took place during the period. Would not 


Ti: ARTICLE by Mr. George O. May 


1 George O. May, “The Choice Before Us,” Journal 
of Accountancy, March, 1950, p. 206. 
._ * Maurice H. Stans, “Weakness in Present Account- 
ing which Inhibit Understanding of Free Enterprise,” 
Journal of Accountancy, December, 1949, p. 466. 


such a definitive and generally acceptable 
determination of the amount of corporate 
income be a highly desirable and useful 
professional and social achievement, in 
view of the present alarming distrust of 
income determinations on the part of 
certain sections of our population, labor 
unions and legislators? 

In the opinion of many accountants 
such a codification of standards for income 
calculations would be an important step 
forward toward allaying the suspicion and 
lack of faith in the income determinations 
presented in corporate financial reports. 
The great usefulness and social utility 
of such a development in the accounting 
profession can hardly be questioned, be- 
cause if it can be achieved it will help to 
lay the factual foundation for impartial 
social control of our national economy. 

It is evident from Mr. May’s article 
that he belongs to that school of account- 
ing thought which does not see the need 
for such a development in the profession 
and does not think it possible to place the 
practice of accounting on an objective 
scientific basis. The work of all scientists 
is directed toward the objective measure- 
ment of the phenomena in which they 
are interested. Note the quotation at- 
tributed to the distinguished scientist, 
Lord Kelsey? “If you can measure it in 


3 Maurice H. Stans, idid., p. 471. 
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numbers you have the beginning of 
knowledge; if you cannot measure it in 
numbers your knowledge is meagre and 
unsatisfactory.” Surely this is a self- 
evident truth in the field of accounting, 
and yet Mr. May states,‘ “I do not think 
accountants could fairly expect to secure 
the guidance they need from these sources.”’ 
This is a rather surprising statement 
coming from an eminent accountant and 
member of a profession which is con- 
tinually engaged in reporting the results 
of corporate activities in numbers. He 
also makes this statement: “The need is, 
I suggest, to effect continued improvement 
in the emotional relations which are 
bound to exist between the claimants on 
the fruits of industry rather than to 
attempt to eliminate emotion altogether. 
And both the amount and fair shares of 
that fruit are matters of estimate and 
opinion to be determined by mutual 
agreement, and not capable of scientific 
ascertainment.” The first suggestion, that 
emotional relations between capital, man- 
agement and labor need to be improved, 
is very true, if these long, costly and 
paralyzing strikes which cause such enor- 
mous hardship and losses to all concerned 
are to be avoided. However, does not the 
amount of corporate incomes have any 
bearing on the emotions of the partici- 
pants? The amount of the income or loss 
does affect the emotions to some degree, 
so that it would seem to be highly im- 
portant that the magnitude of the income 
should be measured as factually, ob- 
jectively and precisely as is possible under 
the present procedures of the art of 
accounting. There will be ample emotion 
engendered anyway without adding to it 
with a biased measurement of the income. 

It is evidently Mr. May’s opinion that 
the amount of corporate income for the 
period “is not capable of scientific ascer- 
tainment” but is a “matter of estimate 


4G. O. May, ibid., p. 206. 


and opinion to be determined by mutual 
agreement.” This is a significant statement 
holding far-reaching implications as to 
the nature of the art of accounting as now 
practiced. He also states® “it is essential 
to determine what are the fruits of the 
year’s activities and this can be done 
only on the basis of estimates and on 
fundamental conventions which must find 
their warrant not in ‘truth’ but in useful- 
ness and practicability.” If these state- 
ments represent the prevailing predomi- 
nant opinion of the accounting profession 
in this country, then it would seem to be 
a waste of time and effort to attempt to 
place the determination of corporate in- 
come on an objective, uniform basis. 

It is the contention of the writer that 
the case for objectivity is not as hopeless 
as these statements would indicate, and 
that truth while impossible of precise 
ascertainment, is still a concept of ex- 
treme usefulness and a goal toward which 
accountants must work and attempt to 
approximate if they are to justify their 
work in the eyes of the public. 

It is true that in the determination of 
corporate income for any period of time 
opinions and estimates play an important 
part in greater or less degree, depending 
on the kind of business and the nature of 
the assets. The amount of the income of 
the enterprise is a resultant of innumerable 
events and happenings that occurred 
during the fiscal period together with 
opinions in the mind of the management 
or subjective estimates made by the ac- 
countants of the amount of the diminution 
in the depreciable and depletable assets. 
The great bulk of the activities of the 
enterprise which produces the income can 
be measured objectively and consists of 
sales and out-of-pocket costs and expenses. 
Other costs, such as the diminution of the 
service capacity of assets, depreciation and 
depletion, are not capable of precise ob- 


5 G. O. May, ibid., p. 207. 
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jective measurement but only of subjective 
estimates in the mind of the management 
or accountants who prepare the annual 
financial statements. It is these items 
which in the opinion of Mr. May are 
matters of estimates and opinion to be 
determined by mutual agreement, and not 
capable of scientific ascertainment. If the 
word “scientific” is used here as meaning 
“precise,” the statement is true because 
an estimate of depreciation or depletion 
cannot be precise, since it involves a 
measurement of the future life of the 
asset, and this measurement can only be 
made in the light of the facts then known. 
As the future years come to pass new 
facts appear which often require revision 
of the earlier estimate and therefore a 
change in the subsequent income calcula- 
tion. 

It is not intended here to discuss the 
old question as to whether accounting is 
a science or not. The answer to this ques- 
tion depends on how the word “science” 
is defined. It is clear that the only justifica- 
tion for calling accountancy a science 
would be® “‘in the sense that it provides a 
systematic treatment and classification for 
the transactions and conditions which 
must be recorded.” But this is not the 
meaning of the word as used in the field 
of natural science, from which field the 
word “science” derives its present-day 
prestige and respect, because of its power 
to explain and predict natural phenomena. 

It would seem that in the field of ac- 
counting the word “‘scientific” as applied 
to the determination of the amount of 
corporate income has the meaning of a 
method of determination which is, to the 
greatest degree possible, objective, un- 
biased, logical and capable of being verified 
and tested by other observers or account- 
ants. It is in this sense that the word 
“scientific” is being used in this discussion. 


*H. R. Hatfield, T. H. Sanders, and N. L. Burton, 
Accounting—Principles and Practices, 1940, p. 3. 
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Accountants are engaged in the attempt 
to describe reality, to present periodical 
descriptions of what has happened to the 
enterprise during periods of time, and the 
question is: Can these determinations of 
corporate income be arrived at in an 
objective operation, free from all personal 
bias and predilection, and subject to 
verification and agreement by other ac- 
countants? 

It is common knowledge in the profes- 
sion that corporate incomes today are not 
always determined in the above objective 
manner, because personal bias and pre- 
dilection often enter into the determina- 
tion, thus destroying its objective charac- 
ter and making the amount of income vary 
according to the predilections of the man- 
agement or accountants who do the meas- 
uring. There are those who contend that 
because subjective measurements are in- 
volved to some degree in income determi- 
nations, the goal of objectivity can never 
be attained. It would seem, however, that 
if these subjective measurements, that 
is, mental estimates and opinions as to 
the length of useful life of certain assets, 
are arrived at after considered deliberation 
by competent unbiased persons they need 
not destroy the general objectivity of the 
income determination, although such a 
determination can never be exact or pre- 
cise, but only an approximation to the 
truth. 

The greatest obstacles in the way of 
objective ascertainment of corporate in- 
comes appear to be these: 

(1) The failure of the accounting pro- 
fession to set up a codification of concepts, 
principles and standards to be accepted 
and applied uniformly to all enterprises 
in a given industry so that comparability 
may be obtained. 

(2) The failure of the accounting pro- 
fession to even define the meaning of 
corporate “net income” in a clear un- 
equivocal manner, so that this term will 
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convey a definite, clear meaning to the 
reader of corporate financial statements. 
The conflict in thinking between the 
advocates of the “all-inclusive” income 
statement and the kind of income state- 
ment recommended by the Accounting 
Research Bulletin No. 35 issued by the 
American Institute of Accountants, is the 
outstanding and lamentable example of a 
basic disagreement in fundamental ac- 
counting concepts, which makes impos- 
sible any uniform, objectively ascertained, 
measurement of corporate income, that 
is, a measurement which can be tested 
and verified by other accountants. 

(3) The undue influence of Federal 
income tax statutes on the determination 
of income and resulting income taxes. 
The wartime rates of Federal income 
taxation levied on corporations are so 
oppressive and burdensome that they 
undoubtedly in some cases exercise undue 
pressure on the accountant and manage- 
ment to minimize the amount of income 
to the greatest degree that is legally 
possible. An example of this procedure is 
the adoption of LIFO basis of valuing 
inventories in those enterprises such as 
merchandising where LIFO has no logical 
factual basis whatever and is contrary to 
the facts of the actual merchandise move- 
ment. The adoption of this complicated 
and often illogical method of valuing 
inventories has no doubt saved substantial 
income taxes over the short run during 
the past few years, but over the long run, 
especially if a period of price declines 
should come, these income tax savings 
will probably be greatly reduced or wiped 
out. 

Another example of the undue influence 
of Federal income tax law is the arbitrary 
allowance for depletion of oil and gas wells 
of 273% of the gross income from the 
property, which may result in obtaining 
ultimately depletion deductions from in- 
come amounting to far more than the cost 


of the property. There is, of course, 
nothing scientific or factual about such a 
method of measuring income. It is simply 
a special privilege given by Congress to a 
particular industry under Sec. 114(b) (3) 
of the Federal income tax act. However, 
such special privileges are the exception 
and not the rule and do not have much 
effect on the overall picture of income 
determination in this country. 

(4) Wishful thinking, mental bias or 
predilection for certain procedures on the 
part of management and the accountants 
who are responsible for the determination 
of the corporate income figure. Such an 
attitude of mind is, of course, not “‘scien- 
tific’”’ in the sense of being impartial, and 
if indulged in by the independent auditor 
and accountant will result in an income 
determination which will distort in greater 
or less degree the picture of the facts of 
the case. In the old days of unregulated 
and unbridled free enterprise this mental 
bias on the part of the owner of the enter- 
prise and his accountant in reporting the 
income was considered entirely the owner’s 
own privilege and of no social import. 
Today, however, when the state has a 
hand in every enterprise and takes a 
share of the income, and corporate in- 
comes are continually subject to the 
glaring light of publicity, the computation 
of the income figure needs to be impartial 
and free from bias, to the greatest degree 
possible, if social attitudes and legislative 
enactments are to be based on fact rather 
than on fantasy and emotional prejudice. 

(5) Fluctuations in the value of the 
dollar. This raises the perplexing question 
of stabilized accounting, or the feasibility 
and practicability of computing the “eco- 
nomic” or “real” income of the enterprise 
instead of the monetary income in terms 
of historical costs. There is no doubt that 
the present accounting convention of 
measuring income in terms of recorded 
dollar units without regard to the original 


purc 
resu 
case: 
chas 
actu 
inve 
thet 
capi 
inve 
that 
tion 
Fede 
$1,0 
inve 
$1,0 
in p 
194¢ 
corp 
tha 
vest 

fro 
orig 

| bee 

| in 
the 

act 

ma 
the 

inc 
oth 

the 
illu: 
acc 
dur 
| 
give 

si 
ha 

of 
| bec 
fro 
| 
an 
| jus 
| wo 
nov 
me 


Can Corporate Incomes Be Scientifically Ascertained? 293 


purchasing power of these recorded dollars 
results in an income determination in some 
cases which is incorrect in terms of pur- 
chasing power, and may tend to cause 
actual dissipation of the original capital 
invested. This can be seen in the hypo- 
thetical case of a corporation with a 
capital of $1,000,000 on January 1, 1940, 
invested chiefly in current assets. Assume 
that during the next ten years this corpora- 
tion earned and paid out in dividends and 
Federal taxes its total earnings of 
$1,000,000 leaving the same amount of 
invested capital on January 1, 1950, of 
$1,000,000. The value of the 1950 dollars 
in purchasing power is about 60% of the 
1940 dollars, so that it is evident this 
corporation is in a far worse condition 
than it was in 1940, since its capital in- 
vested has been reduced in real value 
from $1,000,000 down to $600,000. The 
original capital of the enterprise has thus 
been dissipated over the ten year period 
in the amount of $400,000. This hypo- 
thetical case would probably never exist 
actually, because inflation would force the 
management to reinvest a large portion of 
the book profit each year in a continually 
increasing amount of inventories and 
other current assets, in order to maintain 
the same volume of unit sales, but it does 
illustrate the inherent tendency of present 
accounting procedures to inflate income 
during periods of rising prices. 

The answer which accountants must 
give to this admitted valid criticism is a 
simple one in that the art of accounting 
has always been applied on the assumption 
of a relatively stable value of the dollar 
because to do otherwise and cut loose 
from the moorings of historical cost would 
open up a Pandora’s box of confusions, 
annual appraisals, complications and ad- 
justments to recorded dollar values which 
would be a far greater evil than the one 
how prevailing, since objective measure- 
ments beginning with the historical cost 


of fixed assets would be cast aside and be 
superseded by subjective measurements, 
that is, by periodical appraisals of present 
values according to the fluctuating value 
of the dollar. This would require annual 
appraisals and inject a variability and 
uncertainty into the annual determina- 
tions of corporate income to even a far 
greater degree than that which prevails 
today. 

The arguments against price-level ad- 
justments in income determination have 
been very ably presented by Wilcox and 
Greer in their recent article in the Journal 
of Accountancy. Their general conclusion 
that’ “from the standpoint of public use 
of income statements there is an over- 
whelming argument against price-level 
adjustments in income determination” 
appears basically sound so far as present- 
day conditions prevail in this country. 
At the same time accountants should 
admit there is a definite weakness in the 
present art of accounting in so far as 
its procedures do not reflect real income, 
and this phrase “real income” is not a 
phantasy of the imagination. It is surely 
not merely® “inappropriate emotionally 
charged words, the purpose of which can 
only be to call forth the conditioned re- 
sponse desired by the users.”’ This phrase 
“real income”’ has a genuine valid meaning 
which is understood by everyone when he 
spends $100 for groceries today and 
compares the quantity received with what 
$100 purchased in 1939. 

The admonition of Mr. May that we 
should follow the advice of Justice Holmes 
and® “think things not money” is entirely 
to the point, and accountants should never 
lose sight of the fact that behind all their 

7 Edward B. Wilcox, Howard C. Greer, “The Case 


Against Price-Level Adjustments in Income Deter- 
mination,” Journal of Accountancy, December, 1950, 
502. 


p. 
8 Edward B. Wilcox, Howard C. Greer, ibid., p. 493. 
® George O. May, “Comment on Wilcox-Greer 
Paper,” Journal of Accountancy, December, 1950, p. 
505. 
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figures stand things. At the same time the 
attempt by accountants to record things 
in their determinations of income instead 
of historical costs leads to such a train of 
evil consequences and at times to such 
outright misleading impressions, that the 
adoption of stabilized accounting pro- 
cedures in the country at the present time 
is not feasible nor desirable. The essence of 
this matter appears to be that so long 
as we are suffering only “creeping infla- 
tion” of perhaps 4% or 5% a year our 
traditional accounting methods, based on 
historical cost, will not result in un- 
manageable and unpredictable errors in 
the determinations of income, and readers 
of corporate financial statements will be 
able to interpret these statements and get 
the picture which they are trying to por- 
tray far more accurately and correctly if 
these statements are prepared on ‘the 
objective basis of historical cost, than they 
would if prepared on an attempted 
stabilized accounting basis which pur- 
ported to make corrections for the chang- 
ing value of the dollar. This is true because 
all corporate statements would be on a 
uniform historical cost basis and the error 
in the reported amount of income would 
ordinarily be taken into consideration and 
allowed for by the reader himself, because 
everyone is aware of the decline in the 
value of the dollar over the past 12 years. 

However, if some corporations pre- 
sented to the public statements on a 
stabilized accounting basis, the readers 
thereof would certainly be hopelessly con- 
fused because there would be no compara- 
bility between these statements and those 
issued by the same enterprise for prior 
years, nor between these and contempo- 
rary statements issued by other corpora- 
tions still adhering to the historical cost 
basis of accounting. Utter confusion in the 
minds of the readers would be the result. 
Certainly under present conditions of 
creeping inflation it is not incumbent upon 


the accountants to attempt to remedy the 
evil of monetary inflation by changing 
their basic historical cost procedures. 
The effective remedy for the situation 
is to be sought elsewhere, namely in 
Federal laws to reduce wasteful and un- 
necessary government spending, to quit 
propping up farm prices with government 
money, to try to balance the federal bud- 
get, and go back to the free market and 
price competition. If the value of the 
American dollar is ever stabilized, as it 
could be, this whole problem would dis- 
appear. The remedy lies in the political 
realm and not in the field of accounting. 
While accountants cannot for practical 
reasons attempt to devise and adopt 
stabilized accounting procedures in an 
effort to offset the great national evil of 
monetary inflation, in their own field of 
accounting they can do much to win 
public faith and respect for the work 
which they do. They can apply themselves 
resolutely to overcoming the two greatest 
failures of the profession mentioned above, 
namely, the lack of a codification of 
accounting standards and concepts, and 
the failure to sharpen and define ade- 
quately the concept of corporate income. 
Much could be done in this direction pro- 
vided there was the will to do it, but if 
the prevailing opinion among accountants 
is that the amount of net income cannot 
be objectively ascertained due to the 
human judgements or opinions involved 
in the process, then nothing will be done. 
It is the thesis of this paper that sub- 
jective measurements or mental estimates 
can be and should be made in a “‘scientific” 
manner, that is, in an impartial, unbiased 
way after considering and reviewing all 
the known facts and probable happenings 
bearing on the situation. Mr. May is of 
the opinion” “that the amount of cor- 
porate income is a matter of opinion to be 


10 G. O. May, ibid., p. 207. 
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determined by mutual agreement.” He 
does not say specifically what parties are 
to agree, but presumably he means that 
the management and the public ac- 
countants charged with the task of certi- 
fying to the income statement must agree. 
In many cases they do agree and in other 
cases there may be a definite conflict of 
opinion. In such an event it is surely 
the duty of the public accountants to 
express their opinion and determine the 
amount of the corporate income even 
though there is no “‘mutual agreement.” 
This is the professional and social obliga- 
tion of independent public accountants, 
so that the requirement of ‘mutual 
agreement”’ is not always applicable, and 
cannot safely be set up as a universal 
criterion. It would seem, therefore, that 
the accounting profession must ulti- 
mately aim to achieve a more objective 
ascertainment of income. It can do nothing 
else if it is to fulfill its present social 
obligation in a free enterprise economy. 
There is a basic distinction between capital 
and income, and there is a present-day 
conflict of interest between the owners 
and management of enterprises and the 
all-powerful taxing powers of the cen- 
tralized federal government. No other 
profession in the country has the experi- 
ence, training and ability to assume the 
task of applying the art of accounting to 
determining what is income and what is 
not. Therefore, the accounting profession 
should realize its social obligation and put 
forth greater effort to achieve a more 
precise and objective determination of 
corporate incomes. This requires setting 
up a codification of accounting standards 
and concepts applicable to particular 
industries and business enterprise in gen- 
eral. An excellent beginning in this direc- 
tion has already been made by the Ameri- 
can Accounting Association monograph 
No. 3, An Introduction to Corporate Ac- 
counting Standards by Paton and Little- 


ton, issued in 1940 and reprinted in 1950. 
The American Institute of Accountants 
Research Committee has also issued a 
number of bulletins dealing with specific 
accounting problems, which are also 
attempts to formulate and recommend 
accounting standards and practices. It 
would be of great help if the Institute 
Committee would review all these re- 
search bulletins and issue in one book or 
pamphlet a compendium of corporate 
accounting standards, similar in character 
to the above mentioned Monograph No. 3 
of the American Accounting Association. 
Such comprehensive statements would 
constitute authoritative expressions of 
modern accounting thinking. Conflicting 
opinions and disagreements in accounting 
concepts revealed by such publications 
would be clearly brought to light, and 
could be given further study and examina- 
tion by the profession. Perhaps in time 
the important disagreements in accounting 
theory would become fewer and fewer and 
possibly even become harmonized and 
disappear. If such an achievement could 
be brought about in the future it would 
have very favorable professional and 
social consequences, because the account- 
ing profession in the United States would 
then speak with one voice on the subject 
of corporate incomes, which have a definite 
impact on troublesome social problems 
which face our country, and the public 
would have faith in, and respect for, the 
opinions and findings of public account- 
ants, instead of the distrust and disre- 
spect which now prevails in some quarters, 
particularly among labor union leaders 
and certain legislators, who constantly 
indulge in demogogic denunciations of 
corporations because of the profits which 
they earn due to their efficiency, pro- 
ductivity and the favorable acceptance 
by the public of their products. If legisla- 
tion is to be enacted, it should certainly 
be based on facts and not on emotions 
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stirred up in order to get the votes of the 
disgruntled, dissatisfied and unthinking 
voters. 

And the basic fact which must be 
known in this regard is the amount of the 
corporation’s income for the year. The 
accounting profession must assume the 
definite responsibility of answering this 
question without equivocation and with 
the greatest definiteness and accuracy 
possible. If we accountants hedge on this 
question and admit that we cannot say 
what is the amount of the corporate in- 
come with any general agreement because 
there is not even a uniform and general 
acceptance in the profession as to the 
definition of corporate net income, is not 
such an admission, which is the present 
state of affairs, deeply humiliating to the 
profession? It would seem that the time 
is here when the attitude of the profession 
should change from the defeatist attitude 
expressed in the idea that corporate 
incomes are not capable of “scientific” 
ascertainment to the attitude that it is 
the obligation and responsibility of the 
accounting profession to agree on a defini- 
tion of corporate income and on the 
accounting procedures involved in its 
measurement. 

Mr. Stans has stated that™ “Some day 
accounting can help settle the whole broad 
question of bringing about economic 
balance by changing the problem of social 
rivalries from one of emotion to one of 
fact.”” Of course accountants by reporting 
the facts as to corporate incomes will not 
remove emotion and prejudice between 
the contending parties, but they will 
fulfill a highly useful service to society by 
presenting the facts of the case as ob- 
jectively as possible as to the amount of 
income produced by the enterprise, and 
the sharing of this amount between labor, 
capital, and the government will then be 
determined as it is now by the influence 


O. May, ibid., p. 207. 
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and power of the pressure groups which 
dominate our society—labor unions, the 
farmers’ organizations, the Federal govern- 
ment, and business interests. It is, of 
course, true there needs to be a vast 
improvement in emotional attitudes be- 
tween the contending parties, but a 
generally accepted statement of the facts 
as to the income is one requisite for such 
an improvement and this is surely the 
social responsibility of the accountant. 

This brings up the question: “‘What is 
the truth in accounting?” So far as 
accounting is concerned, it is well recog- 
nized there is no such thing as the absolute 
truth in a presentation of corporate in- 
come. Every statement of income is 
merely an approximation to the truth, or 
to reality, but this practical necessity does 
not detract from their usefulness nor from 
the need that they be as objective as 
possible. The question before the ac- 
counting profession today is this: Are 
these descriptions of business happenings, 
these portrayals of economic events— 
income statements and balance sheets— 
which accountants compile and present 
—to be prepared on an impartial, logical 
and uniform basis, using all means pos- 
sible to approach a closer approximation 
to the facts, an approximation which can 
be verified and tested by others, and to 
which all disinterested accountants would 
subscribe? 

As a preeminent example of unscientific 
methods of measuring corporate income 
the following case in which the LIFO 
method of inventory valuation was used, 
will be cited. This is an actual case of a 
large corporation engaged in producing 
meat products. On the balance sheet of the 
meat packing firm at the end of the fiscal 
year October 30, 1948, there appears on 
the credit side below the current liabilities 
the following item: 


Reserve for Replacement of Last-in First-out 
Inventories $8 , 200 , 000. 


On 
follo 
In 
T 
ende 
and 
is ak 
in t 
| othe 
Rest 
T 
once 
of t 
in t 
a lie 
cap 
evid 
rea 
val 
the 
orde 
val 
me 
that 
inco 
app 
S 
wro 
into 
this 
will 
31, 
of t 
tha 
val 
to 
app 
act 
I 
cou 
wo 
and 
see 
tio 


On the asset side of the balance sheet the 
following appears: 


Inventories— 
Packing house and 
products 


other 
$54, 149, 000. 

The income statement for the year then 
ended shows a net income of $6,702,000, 
and the annual rate of inventory turnover 
is about 11 times. There is no explanation 
in the Annual Report by footnote or 
otherwise of the meaning of the above 
Reserve for Replacement of Inventories. 

The reader of this balance sheet is at 
once perplexed by the size and position 
of this Reserve item. Since it is not shown 
in the current liabilities it is evidently not 
a liability. As it is not shown under the 
caption Reserves nor under Surplus, it is 
evidently not a surplus reserve. Thus the 
reader is led to infer that it must be a 
valuation reserve properly applicable to 
the inventories shown at $54,149,000 in 
order to reduce them to their LIFO basic 
value. The absence of any surplus adjust- 
ment for this $8,200,000 confirms the fact 
that this amount has been deducted from 
income, and therefore this item would 
appear to be a valuation reserve. 

Such an inference however proved to be 
wrong. Further inquiry from other sources 
into this question disclosed the fact that 
this Reserve represents an amount which 
will be deducted during the period October 
31, to December 31, 1948, from the cost 
of the meat products to be acquired during 
that period in order to bring down the 
value of the inventory at December 31, 
to its basic LIFO value, which will 
apparently be $8,200,000 less than its 
actual cost. 

Is there any generally accepted ac- 
counting principle or standard which 
would authorize setting up such a reserve 
and deducting it from income? It would 
seem that such a reserve cannot be sanc- 
tioned by any known generally accepted 
accounting principle. It is not a valuation 
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reserve nor a liability reserve; it is neither 
fish nor fowl. It is a freak defying classifi- 
cation and two months later on December 
31, this reserve will disappear from the 
balance sheet filed with the calendar year 
tax return, because it will then be deducted 
from the actual cost of the meat products 
acquired in order to reduce the December 
31, inventory to the LIFO basic valuation. 
Is it not evident that this inventory will 
be understated very materially in the 
amount of $8,200,000 due to this method 
of inventory valuation? 

This is an outstanding example of the 
misleading impression that may be given 
to the reader of the balance sheet when- 
ever the LIFO method of inventory valua- 
tion is applied to an industry where it has 
no factual or logical basis, that is, where 
the facts as to the flow of the goods do 
not correspond with the LIFO assumption. 
Unfortunately this inventory method has 
legal sanction under the present income 
tax law, and is availed of to reduce income 
taxes for the time being, but it is a perfect 
example of an “unscientific” method of 
income measurement, that is, one not 
resting on the reality of the case and on 
the facts as to inventory cost on the date 
of the balance sheet. 

Surely the accounting profession cannot 
admit for a moment that it is not at- 
tempting to portray in its accounting 
statements the approximate truth of the 
case, the reality and facts as to what 
happened to the enterprise during the 
fiscal period presented, so far as the facts 
are known at the time and considered 
judgements are made. Usefulness as a 
criterion for sanctioning accounting pro- 
cedures may become an unstable standard 
unless it is coupled with truth and cor- 
respondence with the facts, because what 
is useful to one may not be useful to 
another. Eventually it is likely that the 
criteria of usefulness and truth will merge 
into one in the sense that the clearest 
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portrayal of facts of the case will be con- 
sidered to be of the highest usefulness to 
all members of society. In other words the 
nearest approximation to the reality will 
be the preeminent criterion in the measure- 
ment of income, and that accounting 
method or procedure which will yield this 
measurement will finally be preferred and 
become the generally accepted accounting 
standard of income measurement. An 
accounting method which permits and 
sanctions the stating of a perishable food 
inventory on the balance sheet at a figure 
which is $8,200,000 less than its actual 
cost is a far cry from reality and therefore 
highly misleading and a material distortion 
of the facts. 

Truth in accounting as in any other 
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field of knowledge can only be known by 
testing and verification. This means that 
when an accountant prepares an income 
statement and determines the amount of 
the corporate income for the period, any 
other competent accountant should be 
able to repeat this operation and arrive at 
approximately the same amount of income, 
thereby testing and verifying the truth, 
and if the measurement of income cannot 
be tested and verified by others, using the 
same generally accepted accounting stand- 
ards and concepts, the truth has not yet 
been found. This concept of truth holds 
for all natural sciences, and there appears 
to be no good reason why it cannot be 
applied to social sciences and to accounting 
in particular. 


necticut. 


progress. 


List of Theses and Research Projects 


At the suggestion of several members, the Association has decided to resume the pub- 
lication of lists of doctors’ and masters’ theses and other research projects in accounting. 
Questionnaires accordingly have been sent to all schools known to be doing graduate 
work in accounting and to many others which may occasionally have projects in this 
field. Some schools, however, were doubtless overlooked and others for some reason 
have not returned the questionnaires. While we do not want to omit the work of any 
school, we can hardly undertake the writing of follow-up letters. It is important, there- 
fore, if your school has not already reported, that information be sent at once to Ralph 
C. Jones, Director of Research, 302 Sheffield Hall, Yale University, New Haven, Con- 


For each title listed give title, author, date completed or to be completed if still in 


Doctors’ theses. Include all theses completed since 1941 (the date of the last published 
list) as well as those actively under way. 


Masters’ theses. Include only theses completed during 1949-1951. 


Other Projects. Include only projects actively under way at the present time. 
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WORKING CAPITAL AND 
THE OPERATING CYCLE 


CoLIn PARK 
Lecturer, The University of Buffalo 


agement use often show a figure 
called ‘‘working capital’’: the figure 
obtained by subtracting the total of cur- 
rent liabilities from the total of current 
assets as determined by the accountant. 
This figure is presumed to represent “the 
relatively liquid portion of total enterprise 
capital which constitutes a margin or 
buffer for meeting obligations to be in- 
curred and liquidated within the ordinary 
operating cycle of the business.’”? It is 
the purpose of this paper to show that a 
working capital estimate can be very 
inaccurate when the accountant fails to 
relate net current assets to an operating 
cycle capable of more lucid definition; 
one which might be called the “dominant 
operating cycle” of a business. Conse- 
quently, the management to which the 
accountant presents summarized financial 
information can be misled, and depending 
as management does on the legitimacy of 
the accountant’s findings, may be lured 
into making unsound or inexpedient de- 
cisions in the matter of allocation of the 
resources of a business to its activities. 
To show each classification of assets 
and liabilities as entirely current or non- 
current in statements for management 
results in an inconsistent and unrealistic 
representation of circulating assets and 
associated obligations. Perfunctory balance 
sheet presentation, which does not permit 
showing the dual aspect of each category 
of assets and liabilities as current and 
non-current, results in purported totals 


Bie SHEETS prepared for man- 


‘Committee on Accounting Procedure, American 
Institute of Accountants, Accounting Research Bulle- 
tin No. 30, p. 248. 


of current assets, current liabilities, and 
working capital which are not capable of 
justification on a time basis, or even from 
the viewpoint of consistency. For example, 
the time factor is disregarded when the 
cost of raw materials in excess of current 
production needs, purchased in expecta- 
tion of rising prices, is classified as current. 
It is inconsistent to include such cost with 
the cost of other raw materials actually 
intended by management for current 
conversion, and to show the resultant 
total entirely as a current asset. 


IS WORKING CAPITAL SIMPLY A 
STATISTICAL CURIOSITY? 


The amount of working capital of a 
business is not simply a passably inter- 
esting item, for it is a figure which can be 
put to dynamic use in the hands of capable 
management. When an attempt is made 
to relate current items to the operating 
cycle of a business, working capital be- 
comes a vital financial guidepost. 

The utility to management of the work- 
ing capital concept lies in analysis of 
working capital and in interpretation of 
the reasons for changes in each of its 
component parts. The effect of each factor 
in the composite working capital figure is 
reflected in the whole so that the implica- 
tions of individual details can be consid- 
ered from an over-all point of view. Sep- 
arate investigations into the problems of 
seasonal variation in sales volume, change- 
able operating conditions, credit and col- 
lection experience, etc., can be related to 
the capacity of the resources of a business 
to meet the requirements of these indi- 
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vidual elements.” Study of their possible 
effect on proposed future working capital 
funds can forestall the planning of activi- 
ties incompatible with the intended sol- 
vency of a business. The adequacy of 
working capital to carry out the activities 
of an enterprise is a matter of continuing 
interest to management inasmuch as new 
business capital must be raised before it 
is actually needed, and because full 
utilization of working capital requires 
close control of its disposition. 

The initial working capital of a business 
is the fund of free capital placed in the 
hands of management by investors. It is 
the responsibility of management to com- 
mit these funds to the productive purposes 
for which the business was formed, and, 
at the end of the operating cycle, to 
disinvest the funds originally committed 
into new free capital available for recom- 
mitment to new productive purposes. 
Fund disinvestment is accomplished 
through sale of the end product of a 
business firm and settlement of the re- 
ceivable then created by cash payment by 
the customer. If a business enterprise is 
to prosper and pay dividends to its owners, 
the constant cycle of investment, disin- 
vestment, and reinvestment must result 
in the creation of an increasing reservoir 
of asset purchasing power. It is of prime 
importance therefore, for the managers of 
a business to know in a relative way at 
least, the amount of free capital actually 
available for current assignment to pro- 
ductive activity. Management also should 
have a measure of the additional amount 
available for payment of dividends to 
stockholders as compensation for the use 
of capital investment in the enterprise. 

Long and short term cash budgets aid 
businessmen in utilizing liquid business 
assets effectively. Yet the many separate 


2 See Harry G. Guthmann, The Analysis of Financial 
Statements. (New York: Prentice-Hall, Inc., 1946), pp. 
89-90. 
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factors entering into the preparation of 
such forecasts compel dependency on cor. 
related analyses of working capital. There. 
fore, in the absence of uniformity in the 
indications of cash budgets and working 
capital forecasts simultaneously prepared, 
management could be deluded into over. 
commitment of business capital by virtue 
of its taking at face value an overstated 
working capital figure. Hard cash pre- 
sumably to become available to meet 
maturing obligations may be found to be 
committed to non-current assets which 
have been included in net working capital 
erroneously; a condition resulting from 
failure to recognize the dual aspect of each 
class of assets and liabilities in their 
relationship to the operating cycle. For 
example, when an economical production 
run is made of a product which is part of 
a complete line, and for which there is a 
much smaller demand than for major 
items in the line, ultimate sale of a portion 
of the articles manufactured and conse- 
quent availability of working capital will 
occur at a time beyond the “normal” 
operating cycle of the business. Inclusion 
of that portion of the cost of the finished 
product in the current asset classification 
results in inflation of the working capital 
figure. 

A certain part of cash on hand at a 
particular time might properly be classified 
as non-current and excluded from working 
capital, if it is management’s intention to 
utilize that part for construction or 
purchase of plant facilities. Such funds 
would not be consumed in the production 
of revenue within the current operating 
period. Although the members of manage- 
ment may be familiar with plans to com- 
mit a known amount of cash to non- 
current purposes, it is necessary that the 
restriction be read into the balance sheet 
prepared in the customary manner. Of 
course, there is the question as to just 
how far the accountant should go in 
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attempting to reflect the plans of manage- 
ment even in financial statements spe- 
cifically intended for the eyes of manage- 
ment. It seems to the writer that explana- 
tory notes to financial statements re- 
vealing such plans do not inform force- 
fully enough the managerial readers for 
whom the statements are prepared. Be- 
cause of the importance of definitely 
planned, but unexecuted, management 
decisions upon the present and forthcom- 
ing financial condition of a business enter- 
prise, the immediate effect of such de- 
cisions should be displayed clearly within 
financial statements prepared for mana- 
gerial use rather than as appended written 
commentary requiring individual inter- 
pretation. 

If a realistic representation of the 
liquidity of a business is of first im- 
portance to readers of financial statements, 
it seems evident that an estimation of 
working capital not based on actual plans 
for utilization of aggregate current service 
potentials, results in a fictitious figure 
which is nothing more than a rule-of- 
thumb calculation. 

An approach toward an understanding 
of the propriety of use of the operating 
cycle of a business, as a standard for 
measurement of business assets and obliga- 
tions as current or not, is stymied by the 
empirical accounting-period concept with 
which accountants seem to be so thor- 
oughly imbued. While separation of busi- 
ness activities into calendar periods has 
a usefulness that cannot be denied, such 
traditional treatment tends to obscure the 
importance of relating the liquid resources 
of a business to its operating cycle. In a 
simulated practical illustration presented 
later in this paper, a procedure for esti- 
mating available working capital, as it 
is regarded herein and presumably in 
Accounting Research Bulletin 30, is shown 
in a financial position statement prepared 
at the end of a conventional accounting 
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period. Side-by-side columnar display of 
total assets and liabilities, subdivided into 
current and non-current categories, indi- 
cates the points of difference between the 
familiar method of calculating working 
capital and the method suggested in this 


paper. 


THE DOMINANT OPERATING CYCLE 


A basic consideration of this discussion 
concerns the question: What constitutes 
the appropriate operating cycle of a 
business to be utilized as an effective cri- 
terion for determination of what is current 
and what is not? 

The terms, “normal operating cycle” 
and “ordinary operating cycle,’* connote 
different meanings in the minds of dif- 
ferent persons. To be acceptable as a 
standard of measurement, the operating 
cycle selected should be capable of dis- 
interested, systematic determination. It 
would appear that the terms, ‘‘normal” 
and “ordinary,” assign too great a re- 
quirement for individual capacity to be 
impartial. While independent judgement 
is of paramount importance in any process 
of technical analysis, the methodology of 
accounting necessitates reduction of inde- 
pendent variables to a minimum in the 
interest of achieving consistency and 
comparability. 

For statistical reasons, an “average’” 
length of time intervening between the 
acquisition of materials, of services, and 
final cash realization is inadmissible as an 
operating cycle standard of measurement 
if such a period is interpreted as reflecting 
the composite average attachable to all 
of the products of a business enterprise. 
It is contended that the statistical mode, 
not the arithmetical average, presents the 
most relevant basis for the establishment 
of an operating cycle to be used as a 


‘ bag Accounting Research Bulletin, No. 30, op. cit., 
p. 248. 
4 Ibid., p. 249. 
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criterion for the measurement. What was 
referred to at the beginning of this article 
as the “dominant operating cycle” of a 
business is suggested as an appropriate 
basis for recognition and measurement of 
balance sheet accounts as wholly or par- 
tially current or non-current. 

The reason for taking this stand is that 
in many businesses, a few products 
account for a major portion of sales 
volume. If the separate cycles of each of 
these products are fairly comparable, 
their composite may provide a feasible 
standard for analysis of working capital. 
One corporation, for example, found that 
of the 39 products included in its line, 
18 of these accounted for only 3 per cent 
of total sales in the year before they were 
eliminated. Of the 39 products, 4 products, 
or 10.3 per cent of the total, accounted for 
approximately 62 per cent of total sales.® 
Another example was suggested by a 
wholesale sales organization executive who 
told the writer that a survey of his com- 
pany’s activities in one representative 
area revealed that of approximately 200 
product lines offered, 15 per cent of these 
accounted for more than 80 per cent of 
sales. 

Therefore, as previously stated, fairly 
objective computation of the operating 
cycle of a business can be accomplished in 
many concerns by examination of the 
cycles of the bulk of its product volume. 
This point of view seems especially rele- 
vant when such products are in the nu- 
merical minority of the total product 
group, and their proportionate relationship 
to each other, or product mix, remains 
fairly constant. Exclusion of loss-leaders 
and unimportant or dying products can 
make possible the computation of a 
representative operating cycle, the cycle 
associated with the products which war- 

5 Charles H. Sevin, How Manufacturers Reduce Their 
Distribution Costs, United States Department of Com- 


merce, Economic Series No. 72 (Washington: U. S. 
Government Printing Office, 1948), p. 110. 


rant the existence of an enterprise in 
competitive business. 

If the dominant operating cycle of an 
enterprise is that related to its continuing 
existence in a free economy, assets con- 
ventionally regarded as current in nature 
but not actually convertible into new 
purchasing power within the time limita- 
tions of the representative operating pe- 
riod, may be scrutinized in a new light 
and dealt with more quickly. The effect 
of slow-moving products on financial re- 
quirements may be seen more clearly, 
after which management should be in a 
better position to decide whether or not 
to continue their production and sale. It 
may bring to light the possibility that 
savings obtained by paying advance in- 
surance premiums are not as great as 
gains obtainable from alternative com- 
mitment of the same funds to direct pro- 
ductive activities. Also, the loss of free 
capital utilization caused by doing business 
with dilatory customers may be appraised 
more clearly. Elimination of the aspects 
of these, and similar elements detrimental 
to the efficient operation of the business as 
a whole, could enable a business to 
strengthen its competitive position. Inter- 
pretation of accounts in the light of the 
dominant operating cycle, therefore, can 
make it possible for a business to expand 
its activities without additional invest- 
ment and for management to obtain a 
closer control of currently available oper- 
ating funds. 


REVENUE REALIZATION AND THE 
OPERATING CYCLE 


Discussion of operating cycles suggests 
consideration of the divergence between 
the theoretical point of time of their 
completion and the point of time at which, 
according to generally accepted practice, 
revenue is recognized. Current accounting 
practice is to record the existence of reve- 
nue at the time of sale. Since most business 
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is done on a credit basis, the account 
receivable is regarded as asset value equiv- 
alent to and sufficient to support the 
existence of sales revenue. For practical 
purposes in the determination of profit, 
recognition of the completed sale marks 
the end of the accountant’s considerations, 
per se. 

On the other hand, completion of the 
operating cycle occurs at the time funds, 
previously committed to productive activi- 
ties, are disinvested into free capital avail- 
able for reinvestment in new producing 
activities. This point of time is generally 
considered to be the point at which cash 
or its equivalent in immediate purchasing 
power is realized from the completed 
transaction. As a rule, this occurs at a 
later point of time than that at which 
income is recognized as having come into 
existence. 

Actually, there is no need to reconcile 
the different times of culmination of each. 
The operating cycle must be considered 
in connection with fund control and fund 
flow; revenue recognition is in the separate 
realm of profit determination according to 
current accounting practice which sub- 
ordinates economic considerations to the 
accepted formulae of accounting method- 
ology. 


SIMULATED ILLUSTRATION 


To illustrate the premise advanced, 
there follows a simulated practical exam- 
ple of how a financial position statement 
might be prepared to show assets and lia- 
bilities subdivided into current and non- 
current categories when the criterion for 
current classification is the composite 
operating cycle of the bulk of product 
volume of a manufacturing enterprise. 
Supporting schedules and notes to the 
position statement indicate possible pro- 
cedures for practical application of this 
concept. 

Admittedly, the computations shown in 
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the supporting schedules involve certain 
arbitrary methods. However, the analyses 
appear to produce financial data not other- 
wise obtainable, and the resultant determi- 
nation of working capital and current 
ratio would seem to be capable of real 
significance to management. The working 
capital figure calculated in the manner 
suggested is 87 percent greater than that 
resulting from the conventional computa- 
tion. Presumably, in another instance 
the relationship of the two figures could 
be quite the reverse. 

In the interest of simplification of pres- 
entation, some of the dollar figures and 
percentages in the following statement of 
financial position and supporting notes 
and schedules have been rounded and 
certain accounts have been excluded. 


(See next page for Position Statement) 


SUMMARY 


Current assets are those which are in the 
process of the operating cycle of an enter- 
prise together with those assets which are 
available and intended by management for 
such use. Accordingly, current liabilities 
should be construed to be those which are 
a natural consequence or incident of the 
cycle or which otherwise become liens 
upon existing current assets in that their 
liquidation will be provided by the natural 
and progressive conversion of current 
assets. The working capital figure result- 
ing from such recognition can provide 
management with valid information as to 
the approximate size of the fund of free 
capital available for current commitment 
to productive purposes. 

The preoccupation of the accountant is 
with the determination of enterprise profit. 
In this task, he attempts to match histori- 
cal costs to related revenue, after which 
residual net enterprise assets include 
original proprietary investment and the 


* Anson Herrick, “Current Assets and Liabilities,” 
Journal of Accountancy, January, 1944, p. 50. 
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asset increment due to profitable opera- 
tions, less dividend payments to investors. 

It is not within the province of the ac- 
countant to direct the commitment of 
available working capital funds of a busi- 
ness to productive purposes; this is the 
responsibility of management. However, 
management depends on the findings of the 
accountant for a guide in performance of 
the fund-control function. Consequently, 
the responsibility of the accountant does 


not end with his determination of enter- 
prise profit. It is his further responsibility 
to indicate to management the disposition 
of free capital to current and non-current 
activities of a business. The criterion for 
ascertaining the disposition of liquid 
enterprise assets should be the operating 
cycle of the enterprise, and the dominant 
or competitive operating cycle provides a 
practical and realistic basis for this deter- 
mination. 


MEIKLE Propucts INCORPORATED 


Position Statement as at December 31, 1950 
With Current Assets and Current Liabilities Related to Weighted-Average, 
Bulk-of-Product Operating Cycle (a) 


Accounts Receivable, net 

Inventories: 
Raw materials 

Prepaid expenses 


Liabilities: 
Accounts payable 
Estimated Federal income taxes payable............ 


Proprietorship equity: 


Working capital: 


Conventional 
Amount when related to operating cycle............. 


Current ratio: 


Conventional 
Ratio when related to operating cycle............... 


000’s omitted 
Non- Foot- 
Total Current Schedule 
$ 545 $ 545 -— b 
425 310 115 c 2 
200 170 30 d 3 
160 115 45 d 3 
105 50 55 d 3 
10 2 8 e 4 
$1,445 $1,192 $ 253 
1,950 15 1,935 f 5 
$3,395 $1,207 $2,188 
$ 245 $ 235 $ 10 g 
570 90 480 h 
40 40 as i 
300 300 ao j 
$1,155 $ 665 $ 490 
$1,500 $ 363 $1,137 k 6 
7 179 561 k 6 
$2,240 $ 542 $1,698 
$3,395 $1,207 $2,188 
$ 290 
$ 542 
1,25/1 
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Notes to position statement: 


a. The corporation has twenty products of which five accounted for 80 percent of sales in 1950. It was ascer- 
tained that the operating cycles of these five products were somewhat comparable and their composite average 
during the year was about 45 days. Therefore, it was decided to relate current items to a 45-day operating period. 
This decision was arrived at after accounting and statistical analyses had been made of fund flows during 1950, 
and the approximate operating cycle attachable to each product was determined, as shown in Schedule 1. 

b. Cash balances on hand are intended to be committed to current productive purposes only. Although not 
presumed in this instance, if it were management’s intention to utilize a portion of cash for immediate purchase of 
fixed assets, that portion should be classified as non-current. 

c. Allocation of customers’ accounts, net of allowance for doubtful accounts, to the 45-day current period is 
based on recent credit and collection experience. Computation of the estimated current and non-current balances 
at December 31, 1950 is shown in Schedule 2. 

d. Estimated allocation of inventories to current and non-current categories is predicated on the maintenance 
of a fairly constant product mix during 1950 which was still existing at the end of the year. The computation of 
estimated current and non-current inventories is summarized in Schedule 3. 

e. Prepaid expenses at December 31, 1950 consisted of insurance and rent prepayments. Details of the current 
and non-current portions of each are shown in Schedule 4. 

f. Depreciation charged to manufacturing costs within the bulk-of-product operating cycle represents a dis- 
investment of current funds to the extent that the product cost to which it is allocated will be sold and cash real- 
ized. The estimated current portion of plant and equipment at December 31, 1950 is computed in Schedule 5. 
Depreciation is on a straight-line basis. 

g. An account payable to one supplier will not require settlement until] February 28, 1951. Accordingly, the 
account is classified as noncurrent. 

h. The corporation is obligated to pay an additional assessment of Federal income taxes for the year 1949 
amounting to $90,000. Since the assessment is payable immediately, it is classified as current. 1950 taxes in the 
amount of $480,000, not being payable until March 15, 1951 which is beyond the 45-day current period, are shown 
as non-current. 

i. Payroll payable, $40,000, is to be liquidated on January 4, 1951. 

j. Dividend checks are to be mailed to stockholders on January 15, 1951. 

k. Allocation of proprietorship equities in Capital Stock and Retained Earnings to current and non-current 
categories reflects all of the previous allocations of assets and liabilities as shown in Schedule 6. 


Schedule 1 
Computation of Bulk-of-Product Operating Cycles 
Product operating cycles, in days Percent of total sales Average Computa- 

operateng tion of 

Product Quarter, 1950 15 5 cycles of weighted 

woes Averages products products Total bulk of average 

Ist 2nd 3rd 4th product 

A 87 83 79 85 83.5 2 2 

B 43 46 47 46 45.5 8 8 45.5 4.55 
C 52 51 54 53 52:5 1 1 
D 102 109 99 104 103.5 3 3 
E 420 430 425 427 425.5 1 1 

F 40 41 39 42 40.5 21 21 40.5 10.63 
G 315 318 319 318 317.5 1 1 

H 48 50 47 51 49.0 18 18 49.0 11.03 
I 65 64 63 62 63.5 2 2 
J 23 23 19 21 23.5 1 1 
K 230 235 230 231 231.5 1 1 
I 189 186 184 187 186.5 1 1 

M 44 44 45 43 44.0 22 22 44.0 12.10 
N 49 51 48 46 48.5 1 1 
O 62 64 66 64 64.0 2 2 
P 38 38 37 37 37.5 1 1 
Q 45 42 45 ca 44.0 1 1 
R 81 85 83 85 83.5 1 1 

S 43 45 49 47 46.0 11 11 46.0 6.33 
iz 94 96 96 94 95.0 1 1 

20 80 100 45.0* 44.64 


* Arithmetic average. 
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Schedule 2 


Current and Non-Current Accounts Receivable 


December 31, 1950 


The Accounting Review 


Percent of gross A pplication 
accounts receivable lo gross 
outstanding at —— receivable 
p outstanding 
10-31-50 11-30-50 12-31-50* 
Accounts collected in 1-5 days................ 40.25 41.03 40.64 $180 
Accounts collected in 16-30 days.............. 21.22 21.66 21.44 95 
Amounts collected or estimated to be collectible 
68.67 71.29 69.98 $310 
Accounts collected or estimated to be collectible 
95.86 96.02 95.94 $425 
Accounts considered doubtful, fully offset by Al- 
lowance for Doubtful Accounts...... ean, 4.14 3.98 4.06 18 
100.00 100.00 100.00 $443 
* 000’s omitted. 
Schedule 3 


Computation of Estimated Current and Non-Current Inventories 


December 31, 1950 


Raw materials, December 31, 1950: 
Portion of inventory which is a reserve against possible shortages. . 
Portion intended for current conversion (average length of time since 
acquisition, 6 days) resulting in manufacture of product to be sold 
and cash realized: 
Within 39 days. . 
In more than 39 days 


Work in process, December 31, 1950: 
Portion of inventory which is a component parts “‘float’”’ to restrict 
possibility of production stoppages in the event of machine failure 
Portion expected to become finished product to be sold and cash real- 
ized (average length of time since original commitment of funds to 

materials and services, 11 days): 


Finished goods, December 31, 1950: 

Portion expected to be sold and cash realized (average length of time 
since original free-capital commitment to materials and services 
now incorporated into completed product, 16 days): 

Within 29 days 
In more than 29 days 


Percent 


000’s omitted 


Total 


Current 

$— $ 6 
50 

49 

$ 50 $55 
$— $ 8 
115 — 
37 
$115 $45 
$170 $-- 
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Schedule 4 


Current and Non-Current Prepaid Expenses 
December 31, 1950 


Prepaid Non- 
to Total Current Posten" 
Unexpired insurance: 
Buildings and equipment...................es00% 6-30-51 $ 2,400 $ 600 $1,800 
Rent paid in advance: 
$10,000 $2,000 $8 ,000 
Schedule 5 
Computation of Estimated Current Portion of Fixed Assets 
December 31, 1950 
000’s omitted 
Net 
equipment depreciation balances 
Non- 
Total Current omens 
Allocation of depreciation—see note (d) re work in process inventory: 
$ 20 $ 15 $ 5 
Schedule 6 
Allocation of Proprietorship Equities to Current and Non-Current Categories 
December 31, 1950 
000’s omitted 
Non- 
Total Current 
Proprietorship equity: 


$2,240 $ 542 $1,698 


| | 


MANAGERIAL EMPHASIS IN 


ELEMENTARY ACCOUNTING 


FREDERICK E. Horn 
Associate in Accounting, Columbia University 


CCOUNTING is the art of recording, 
A classifying and summarizing in a 
significant manner and in terms of 
money, transactions and events which are, 
in part’at least, of a financial character, 
and interpreting the results thereof.’’ 
Webster’s New International Dictionary, 
Dawson’s Accountants’ Compendium, 
Paton’s Essentials of Accounting, Wild- 
man’s Principles of Accounting and numer- 
ous other sources were culled by authorities 
in order to develop this fairly comprehen- 
sive definition. There was much discussion 
as to whether accounting was a science or 
an art. The technical mechanism was 
stressed while the creative skill and ability 
which the accountant brings to the appli- 
cation of his knowledge to a given problem 
was given little emphasis. In fact, it was 
not until 1941 that these authorities recog- 
nized this attribute when it amended the 
last phrase to read ‘‘and interpreting the 
results thereof.” It is with this attribute 
that this paper is concerned. 


BALANCE SHEET APPROACH 


Our foremost authorities in the field of 
accounting still have in many respects the 
bad habit of thinking of accounting as 
primarily a bookkeeping device. As a 
result, we, the educators in accounting, 
have directed our energies toward teach- 
ing “the art of recording, classifying and 
summarizing in a significant manner” 
and have forgotten the more important 
aspect “interpreting the results thereof.” 
We have become hidebound to the double- 
entry system and its end product—a set 


? American Institute of Accountants, Accounting Re- 
search Bulletin No. 9, May 1941. 


of financial statements that balance. 
Tradition, or call it heritage, and our own 
inertia have made us slaves of the ‘‘balance- 
sheet approach.”’ Along the way we have 
lost the most important element—the 
managerial approach to accounting. 

It is true that our textbooks touch 
upon the subject. But usually this impor- 
tant factor is buried in a long list of other 
purposes of accounting. Even discussion 
of those individuals interested in the 
accounts and financial statements of a 
business enterprise stress the creditors or 
prospective creditors, investors or pro- 
spective investors, credit agencies, govern- 
mental agencies, etc. Management is 
usually relegated to the end of the list. 
Very few texts stress the fact that the 
accountant’s first duty is to management, 
and the results of his work play an impor- 
tant role in the decisions of management. 

If we examine carefully the text books 
in our field we will note the tremendous 
influence that the balance-sheet approach 
has had. With a few notable exceptions 
the pattern is uniform. After an introduc- 
tory chapter covering the role and impor- 
tance of accounting one usually finds a 
complete exposition of the balance sheet 
and the income statement. Then each item 
comprising these statements is explained 
in detail. Finally and usually as an after- 
thought a chapter or two is added dealing 
with the interpretation of the financial 
statements created from the various 
accounts. Invariably this interpretation 
takes the viewpoint of the outsider— 
the creditor, prospective investor or ana- 
lyst—and not that of the manager who is 
vitally interested in these figures. 
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BOOKKEEPING TECHNIQUES 


As we read the various chapters of most 
texts the major emphasis seems to shift 
from the balance-sheet approach to the 
bookkeeping techniques. Interwoven 
throughout these chapters are the mechan- 
ical techniques of the various journals, the 
continuous stress on double-entry book- 
keeping and the fact that it must all come 
out even so that A—L=P or A=L+P. 
The poor student listening to the lectures, 
reading the text and posting hundreds of 
entries to the cash receipts book, the cash 
disbursements book, the sales journal, the 
purchase journal and all the other sub- 
sidiary records learns debit and credit rela- 
tionships by rote. He becomes mechanical 
and ends up a fine bookkeeper who some- 
where along the line has lost his interest in 
the subject of accounting. He has the 
opportunity to achieve excellence in “re- 
cording, classifying and summarizing” 
but failure in “interpreting the results 
thereof.”’ If he has been able to maintain 
his interest in accounting, he gets a great 
deal of satisfaction from the fact that his 
work is respectably neat, that it is mathe- 
matically correct and that it balances. 
However, he has missed the purpose of it 
all. 


THE GRADUATE 


Let us examine the results of our efforts 
—the accounting major who has graduated 
and entered the business world during this 
period. Here we can claim a certain 
amount of success! However, it is wise to 
ask ourselves “Could we have done a 
better job?”’ Many times we have heard 
the remark that our graduate “‘is an excel- 
lent accountant but a very poor adminis- 
trator.”” Many times we have seen him 
reach a certain point in business achieve- 
ment and come to a halt because of his 
lack of a good sound managerial approach 
to business. His training has caused him 
to be hidebound to double entry, equality 
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of debit and credit, historical cost and the 
balance-sheet approach. As a result of our 
efforts he has an excellent knowledge of 
where the figures came from but he is un- 
able to put the figures to work. 

On the other hand, we have had the 
non-accounting major return and tell us 
that he wishes he could have taken more 
accounting theory and principles with 
less emphasis on bookkeeping techniques 
since he hardly ever sees or touches the 
records. Most of our efforts with him have 
been to drum in the bookkeeping tech- 
niques which he does not use. He, too, 
lacks the knowledge and ability to put the 
facts and figures to work for him. 


ADMINISTRATIVE ACCOUNTING COURSE 


No criticism is worth its salt unless it 
can bring forth a few constructive sug- 
gestions. First of all let us modify in our 
classrooms the concept that “accounting 
is that art of recording, classifying and 
summarizing in a significant manner and 
in terms of money, transactions and events 
which are, in part at least, of a financial 
character” and give greater emphasis to 
“interpreting the results thereof.” Sec- 
ondly, let us eliminate the narrow view 
toward accounting—the necessity for an 
exact, balancing and chronological his- 
torical record of financial events and stress 
the broad view—that accounting is a pres- 
entation of useful information. 

At Columbia University we are develop- 
ing a course in administrative accounting 
which we feel will overcome the above 
criticisms. The emphasis in this course is 
on the managerial approach to accounting. 
Many times in the past we, among others, 
have been accused of training our students 
purely for public accounting even at the 
elementary level. To overcome this criti- 
cism, we are setting up a basic course for 
all our business students regardless of 
their fields of interest. At the basic level 
we feel there can be no two approaches to 


| 

n i 
| 

h | 

e 

a 
)- 

| 

| 

: 


310 The Accounting Review 


accounting, one for the non-accounting 
major and another for the accounting 
major. 

This course, while primarily a study of 
the accounting process, has its main em- 
phasis on the use of accounting: 


1 In Formulating Business Policies 

2 In Controlling Business Operations 
and 

3 In Appraising Business Efficiency. 


The introductory sessions introduce the 
students to the concept of business capital 
and business income, to the broad prob- 
lems involved in their administration and 
measurement, and to the role of account- 
ing in the administration of business. 
The student studies the methods of ac- 
quiring capital and the uses to which it is 
put. He is also introduced to the forms of 
business enterprises. The various concepts 
of value, going-concern, liquidation, mar- 
ket, cost, replacement, book value, etc., 
are discussed. Accounting objectives, such 
as the presentation of information essen- 
tial for intelligent control and direction of 
business and the economy, the concept of 
“stewardship,” the reporting functions, 
etc., are presented. The difference between 
accounting standards and accounting pro- 
cedures is also explained. 

During these sessions the student is 
given several current corporate reports to 
review. These are used to illustrate the 
basic financial problems involved in (1) 
determining the amount and character of 
business capital employed, (2) determining 
the working capital and the company’s 
ability to meet its obligations as they fall 
due, (3) the determination of income or 
loss for the period, etc. Other important 
managerial policies discussed and _ illus- 
trated, when possible, cover (1) the plan- 
ning or budgeting of business operations, 
(2) the development of the product, (3) 
the procurement of its components, (4) 
manufacture of the product, (5) the devel- 


opment of marketing methods, (6) the 
financing function, (7) the determination 
of the tax liability, etc. These reports 
also are used to illustrate the problems of 
measurement, the various measurements 
that have been made and the purpose 
served by each. 

The next series of sessions introduces 
the accounting structure, the ledgers, the 
books of original entry, the classification 
and summarization of these books, busi- 
ness papers, the work sheet and the finan- 
cial reports. This is merely an introduc- 
tory discussion since the objective of these 
sessions is to enable the student to visu- 
alize the accounting records and the ac- 
counting process in their entirety. In these 
discussions it is emphasized to the student 
that double entry is a recording device. 
Every effort is made to impress the student 
with the idea that the system is a means 
by which management gets the results it 
wants and that it is not a methodology 
which automatically comes up with the 
right answer. In this area he is introduced 
also to the form of balance sheets, income 
statements, cost analyses, budgets, source 
and application of funds, etc., as part of the 
reporting function of the accountant. 
Accounting techniques are minimized but 
controls, responsibilities, efficiency and 
verification are maximized. 

Again corporate reports are used to 
illustrate how the accounting records and 
the accounting process are utilized to 
create the balance sheet and the income 
statements. This gives ample opportunity 
to discuss the various forms, formulae and 
concepts involved. 

After assimilating this overall picture of 
the accounting problem, the student stud- 
ies the accounting and reporting of a com- 
plete manufacturing enterprise. Emphasis 
is on the cost accounting structure. The 
student considers the production problem 
from the viewpoint of (1) acquisition and 
control of materials; (2) employment of 
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labor; (3) acquisition of facilities; and 
(4) the analysis of cost by means of process 
costs, job order costs, standard costs, 
differential costs, opportunity costs, alter- 
native costs, cost behaviors and cost 
reductions. He also delves into distribu- 
tion problems where he considers pricing 
policies, volume and price, price differen- 
tials, distribution methods and their cost. 
He is also exposed to a bit of budgetary 
accounting. Throughout emphasis is given 
to the use of the accounting data in mat- 
ters of managerial control. 

The student also is taught and made 
aware of the fact that there are many 
areas where the accountant supplies man- 
agement with figures that do not come 
from books. For example, when manage- 
ment desires a determination of cost for 
future planning, it is not interested in his- 
torical costs. It wants to know what ma- 
terial, labor, factory service, facility, etc., 
costs are going to be in that future period. 
Thus the accountant must build up these 
costs from past experience and, even 
more important to management, from 
current or projected costs which have not 
been reflected in the records. Another 
example is where the accountant is called 
upon to assist management in determining 
whether to purchase or construct an addi- 
tional plant. Costs developed for this 
purpose bear little relation to those re- 
flected on the books. The point empha- 
sized to the student is that the accountant 
must not only be able to use the figures 
created by him but also be able to use 
figures and facts available or determinable 
by him even though they may never be 
reflected in the accounts or financial state- 
ments of the enterprise. 

After these sessions the principles under- 
lying the items making up the balance 
sheet and the income statement are dis- 
cussed in detail. In connection with each 
item (cash, inventories, etc.), the use of 
these accounts in the control and direction 


Managerial Emphasis in Elementary Accounting 311 


of the various segments of the business 
enterprise is emphasized. Near the end of 
the sessions the student studies the basic 
problems of affiliation and consolidation. 
These last sessions are devoted to account- 
ing analysis, reporting and interpretation. 
Emphasis is on the manner in which 
accounting may be used in the control 
and direction of the business enterprise 
and of the economy. 


Textbook 


Any instructor who undertakes a pro- 
gram of teaching administrative or mana- 
gerial accounting will find no ready made 
text. However, the bulk of the material 
needed is available in most texts. All the 
instructor need do is to implement his 
lectures stressing managerial accounting 
with a fairly comprehensive text and other 
outside readings. As a result the text 
takes on the complexion of source material 
rather than a “crutch” to the course. He 
can further supplement his lectures with 
numerous illustrations drawn from actual 
corporate reports. Most corporations are 
only too glad to furnish a supply of their 
reports. Where possible the program can 
be supplemented by visual aids such as 
moving pictures, still pictures, plant trips, 
machine accounting demonstrations, etc. 


Problem Material 


Problem material also takes on a new 
complexion. Instead of the long drawn 
out problems and practice sets involving 
the posting of hundreds of entries to jour- 
nals and subsidiary records, the student is 
given short problems that require him to 
know not only the bookkeeping technique 
but also the principles involved in the solu- 
tion. Toward this end he is asked to solve 
certain case studies which give him the 
bookkeeping entries (either right or wrong) 
but require further solution and decision 
on his part. Corporate reports, which re- 
quire analysis and interpretation, also can 
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be employed. To overcome the frequent 
criticism that our students cannot express 
themselves—either orally or in writing— 
they should be required to give classroom 
or laboratory demonstrations and to write 
reports periodically which are graded not 
only for the accounting content but also 
for the quality of the form and grammati- 
cal presentation. 


CONCLUSION 


The above is only a bare outline of a 
course in administrative accounting with 
emphasis on the managerial approach. 
The balance-sheet and double-entry ap- 


proaches have been de-emphasized. Em- 
phasis is placed on the fact that adminis. 
trative accounting deals with those mat- 
ters which are the basis of managerial 
decisions, business policies and adminis- 
trative actions. It deals with the signifi- 
cant factors from which important con- 
structive accomplishments are brought to 
a successful conclusion. The students 
completing such a course will not all 
become good managers or good administra- 
tors overnight or by means of one course. 
However, with a better administrative 
background even at a very elementary 
level perhaps we, the educators, will give 
the business world a better product. 
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CAN JUNIOR ACCOUNTANTS BE 


TRAINED TO WRITE BETTER? 


GEORGE A. OWEN and RicHARD C. GERFEN 
Northwestern University 


paper grew out of a specialized 

course in accountant’s writing which 
was offered last year at Northwestern Uni- 
versity. This course, which was frankly 
experimental, was offered as part of a grad- 
uate sequence in accounting. Several fac- 
tors led the Department of Accounting to 
institute such a specialized writing course. 

In the summer of 1949, Mr. David 
Himmelblau, Chairman of the Depart- 
ment of Accounting at Northwestern, 
approached us about a course in account- 
ant’s writing. He said he was greatly con- 
cerned about the inability of accounting 
students and graduates to express them- 
selves in writing. He wanted to experiment 
with a course to teach accounting majors 
to write more effectively. He was con- 
vinced, however, that another English 
course handled by the English Department 
would be of little use—that the students 
wouldn’t be interested and would get 
nothing out of it. He thought that a course 
offered as an accounting course and taught 
by an accountant and a teacher of busi- 
ness writing might be the answer. 

Mr. Himmelblau also showed us the 
results of an investigation made by the 
Illinois Society of Certified Public Ac- 
countants in 1947. The Society’s report 
disclosed that the most serious and wide- 
spread fault found by public accounting 
firms in their college-trained men was in- 
ability to write. The firms stated that this 
fault was one of the principal reasons why 
otherwise competent accountants seldom 
advanced to positions of authority or re- 
sponsibility in the field. 

Another important factor in the estab- 


Te INVESTIGATION reported in this 


lishment of the special course in writing 
was the increasing number of failures 
among those who took the CPA examina- 
tions. These failures seemed to be due in 
large part to failures in the auditing section 
of the examination where preciseness and 
conciseness of expression are especially 
necessary. 

Naturally, all this was new to us at that 
time. Since then, we have taught the first 
trial course (in the fall semester of 1949). 
There is no need here to discuss the me- 
chanics of the course presentation. We 
were not satisfied with the course, however, 
and convinced that we needed help in 
solving our problems. For answers to cer- 
tain questions as to course content, course 
emphases, and the like, we turned to the 
practising accountants. What, we asked 
them, are the typical writing weaknesses of 
accounting graduates? What can be done 
to improve the quality of the writing? 
Does the answer lie in a specialized course 
in accountant’s writing? 

This paper presents a digest of the an- 
swers we received from these practical, on- 
the-job professional men. 

The questionnaire which is the core of 
this report was sent to 62 representative 
accounting firms located in all parts of the 
United States. Although the scope of the 
survey may seem to be limited by the 
small number of firms involved, a quick 
glance at their names would show that 
many of them are national firms with 
branch offices throughout the country. We 
believe, therefore, that the replies are 
representative and that our findings are 
based upon the thinking of the profession. 
Emerging from the replies to the question- 
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naire and from our experience in teaching 
the trial course, we find a distinct pattern 
for a specialized course in writing for ac- 
counting majors. Such a course must be 
designed to teach the student to do the 
following things: 


(1) analyze accounting material and formulate 
ideas based on clear thinking and accurate 
objectives. 

(2) set up these thought patterns in simple, 
precise, concise, reader-adapted prose. 


We believe that the first of these two objec- 
tives is the more important. This belief is 
supported by the results of the survey and 
by our experience with our class in the 
fall of 1949, when we found the students 
(graduate students with undergraduate 
degrees in accounting from other universi- 
ties) utterly unable to analyze the practical 
problems we gave them and to arrive at 
logical conclusions. As we see it now, this 
was their principal deficiency—once we 
helped them over it, we were able to show 
them ways to present their ideas in concise, 
precise, and simple prose. 

If it is true that writing competence can 
be obtained by following the method we 
have outlined, it becomes obvious that 
two teachers are needed—the accountant 
to teach analysis and clear thinking on 
accounting problems, and the business 
writer to teach the mechanical and lan- 
guage aspects of good presentation. 

Thus, we believe that as business teach- 
ers we can successfully meet the educa- 
tional challenge for better writing by 
accounting students. Can the public ac- 
counting profession meet the challenge for 
maintaining and further improving the 
writing ability of the junior accountant? 
We think that it can, and in the report 
that follows we present the questions we 
asked, an analysis of the replies we re- 
ceived, and the conclusions we drew from 
them. 


QUESTION 1 


Statement of the Question and Analysis of 
the Replies 


What proportion of the following types 
of writing are initially drafted in your 
office by staff men below the senior level? 


Small Medium Large 
Part— Part— Part— 
Under 10% to Over 
10% 50% 50% 
Text of Audit Reports 24 11 0 
Text of Special Reports 
(Investigations, Sys- 
tems, etc.) 33 2 0 
Letters to Clients (Other 
than routine letters) 32 2 1 


Comment 


How much writing does the typical 
junior accountant do? We believe the 
answer to this question is important on 
several counts: (1) college training in 
accountants’ writing won’t help much if 
the junior isn’t permitted to use what he 
has learned because proficiency in writing 
deteriorates without continued practice; 
(2) teachers of college courses in account- 
ants’ writing need to know the amount and 
kind of writing the junior has to do in 
order to design courses to meet his needs; 
(3) public accounting firms need to give 
consideration to ways of improving or 
maintaining the writing ability of junior 
accountants. 

The survey shows that accountants 
below the senior level are sometimes 
allowed to draft part of the initial text of 
audit reports but almost never permitted 
to draft special reports or letters to clients. 
Only 31% of the firms replying to the 
questionnaire permit staff men below the 
senior level to draft the text of audit 
reports. In no instance does the junior 
staff participate in the drafting of more 
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than 50% of the audit texts. Moreover, it 
appears that only in rare instances is a 
junior or semi-senior accountant given full 
responsibility for the initial draft. The 
clear implication is that in most cases the 
junior does practically no writing of audit 
reports. 

Special reports and letters to clients, if 
we accept the survey’s results as represen- 
tative, are almost never entrusted to men 
below the senior level. Since we did not 
ask about the writing of routine letters, 
we might assume that some letters of this 
type are written by junior men. But it 
seems logical to assume, also, that the 
junior or semi-senior accountant doesn’t 
do a great deal of even this sort of writing. 

The small amount of writing done by 
staff men below the senior level is not sur- 
prising news to the practising public 
accountant. The only logical person to 
draft any type of report is the accountant 
in charge of the engagement. This man 
must have a certain amount of account- 
ing maturity and therefore is usually of 
senior caliber or better. Letters to clients 
generally involve not only matters re- 
quiring mature accounting judgment, but 
also matters of firm policy, and must be 
drafted by top-level staff members or 
principals. 

The results of the survey plus our knowl- 
edge of public accounting practice lead to 
the conclusion that very little writing is 
done by staff accountants below the senior 
level because they don’t have the account- 
ing maturity needed to place them in 
charge of engagements, a position which 
they must occupy under present account- 
ing practices to draft reports or letters. 


QUESTION 2 
Statement of the Question 


Please list the steps in your office pro- 
cedure whereby the text of your reports 


and letters to clients are prepared, re- 
viewed, revised and issued to the client. 


Analysis of the Replies 


The routines used to prepare and review 
reports are of two general types, and 
appear to depend upon the size of the firm. 
In the smaller firms, reports are drafted by 
the in-charge accountant and reviewed by 
a partner. In some of the larger firms, the 
first review is made by a field supervisor, 
the second by a reviewing partner or man- 
ager, the third by the supervising partner. 
In others, the first review by the field 
supervisor is eliminated. Various modifica- 
tions of these procedures are found. 


Comment 


The purpose of the question was to 
ascertain to what extent existing report 
routines permitted or were adaptable to 
development of the writing ability of 
junior staff men. In only three out of the 
thirty-five replies was there evidence of 
the “educational” form of reviewing re- 
ports, that is, critical review and instruc- 
tive revision in the presence of the 
drafter. Perhaps a differently phrased 
question would have disclosed more cases 
where this procedure is followed. 

Based upon our analysis of the described 
report routines and our knowledge of ac- 
tual practice in the public accounting field, 
we think it safe to conclude that the educa- 
tional form of report reviewing is not 
extensively used. 


QUESTION 3 


Statement of the Question and Analysis of the 
Replies 

a. Two factors which cause lack of 
clarity in accountants’ writing are listed 
below. Please check the one you think is 
the principal cause for lack of clarity in 
your staff writing. 
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6* Errors in grammar and punctua- 
tion. 
28 Lack of fluency caused by poor 
choice, use of jargon, faulty 
sentence structure and illogical 
organization of material. 
* Of the six firms, three considered errors in grammar 
and punctuation the principal cause and three believed 


that these errors and lack of fluency were equally to 
blame. One firm did not answer the question. 


b. Please list any other factors you think 
contribute to lack of clarity in your staff 
writing. 

Faulty Syntax 


Poor composition 

Poor rhetoric 

Poor vocabulary 

Poor punctuation 

Poor reader adaptation 
Poor paragraphing 

Poor organization 

Poor sentence structure 
Redundancy 

Archaic and legalistic style 


Obscure Thinking 


Lack of constructive thinking 

Lack of clear objective 

Lack of knowledge of subject 

Lack of knowledge of what he wants to say 


Other 
Lack of opportunity to write 
Lack of experience in writing 
Failure of college professors to critically re- 
view students’ writing 
Note: the grouping was done by the authors. 
Comment 


Last year we made a study of four report 
and letter assignments written by gradu- 
ate students in an experimental class in 
Accountants’ Writing. We found that 
these graduate students had a fair mastery 
of grammar and punctuation. Not that 
there wasn’t room for improvement in 
this respect, but for the most part the lack 
of fluency and readability was due to 
poor word choice, use of jargon, faulty 
sentence structure, illogical organization 


of material and other related factors. We 
wanted to find out whether public account- 
ing firms agreed with our conclusions, 
They did—approximately 82% said the 
principal cause of lack of clarity in staff 
writing is due to factors other than faults 
in basic grammar and punctuation. 

In their comments on the subject, many 
of the firms emphasized another factor— 
obscure thinking—which they found a 
major cause of lack of clarity in their staff 
writing. We were aware of this condition, 
having found our graduate students in 
Accountants’ Writing notably deficient in 
constructive thinking and thorough knowl- 
edge of the subject to be reported. What 
seemed at first glance to be a problem of 
designing a course in the mechanics of 
writing soon expanded into a problem of 
developing a course which would combine 
the analysis of accounting data for report 
or letter presentation with the mechanics 
of good written communication. 

The results of this part of the survey 
have definite implications for teachers of 
accountants’awriting and for those respon- 
sible for college course placement. 


i. A course in accountants’ writing must be 
placed not earlier than the senior year of 
undergraduate work, and preferably should 
be placed as a part of graduate training. 

2. Students at the graduate level and the 
senior level do not need rote drill in gram- 
mar and punctuation nor should a course 
emphasize these factors. Training in the 
mechanics of writing should concentrate on 
the achievement of fluency through proper 
word choice, good organization, proper sen- 
tence structure, attention to reader adapta- 
tion and all the other numerous qualities 
that make for effective writing. 

3. Above all else, a course in accountants’ 
writing must be a training course in clear 
thinking. The student must be literally led 
by the hand through the analytical proc- 
esses that precede the writing of account- 
ants’ reports and letters. Through actual 
practice in analysis of accounting data 
and its presentation in writing, some 
accomplishment may result. 
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QUESTION 4 


Statement of the Question and Analysis of 
the Replies 


What methods are you using to encour- 
age your staff accountants to better 
writing? 


7 Urging or requiring them to take 
school courses in English, Rhet- 
oric, Letter Writing or Report 
Writing after business hours. 

34*  Subjecting their on-the-job writ- 

~ ing to the critical analysis of a 

supervisor, manager or partner. 

15 Suggesting appropriate material 

for home study or reading. 

6 Providing writing instruction and 

practice in connection with your 

own training program for juniors. 

Other methods. Please specify. 

2 Teaching them to analyze the 
problem they must write about. 

4 Giving them a model report as a 
guide. 

1 Engaged a college teacher to 
give an eight week course in 
composition and rhetoric at 
which attendance was compul- 
sory for partners and staff. 

1 Encouraging staff to write articles 
for publication in professional 
journals. 

4 Report writing discussions at 
staff meetings. 


* One firm did not answer the question. 


Comment 


The apparent universal use by the reply- 
ing firms of the second method listed 
above as a means of encouraging staff ac- 
countants to better writing is, in our opinion, 
misleading. The authors accept full re- 
sponsibility for the inadequacy of the 
phrasing that gave this result. The ques- 
tion was intended to bring out the number 
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of firms that are using the educational 
form of review mentioned in the comments 
under Question 2. 

Everyone familiar with public account- 
ing practice knows that the primary pur- 
pose of review of staff written reports and 
letters is to insure that they are worthy 
in every respect to be signed with the firm 
name, and that they contain no statements 
which would be in any way damaging to 
the firm. This review becomes a tool for 
encouraging better writing only when con- 
ducted in the presence of the writer where 
all changes can be discussed. An examina- 
tion of the answers to Question 2 immedi- 
ately discloses that the report routines of 
many of the replying firms, particularly 
the larger ones, do not permit such a 
review. If the question had been properly 
stated, we believe that not more than 25%, 
and probably a much smaller portion of 
the reporting firms would have replied 
affirmatively. 

We think the significance of this part of 
the survey is that no one method is uni- 
versally used by public accountants to 
improve the writing ability of their staffs. 
This conclusion is further supported by the 
replies to Question 5, which indicate the 
generally mediocre results obtained from 
the various methods used. 


QUESTION 5 
Statement of Question 


What degree of success are you having 
with the method you use in No. 4 above? 


Analysis of the Replies 


The 32 answers to this question ranged 
from “continuing increase in report clarity” 
to “very little” or “unsatisfactory.” A 
study of the replies shows a clear implica- 
tion that the methods used are showing 
something less than moderate results and 
that progress is slow. 
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QUESTION 6 
Statement of the Question 


If you think that college students 
majoring in accounting should be given 
specialized training in accountants’ writing 
before taking their CPA examinations 
and entering public accounting, please 
give your suggestions as to the nature of 
such training. 


Analysis of the Replies 


The replies to the above request were 
all interesting, and many were enlighten- 
ing and instructive. Some of the replying 
firms took the opportunity to “let off 
steam” about the poor quality of their 
staff writing. But for the most part, we 
were impressed by the obvious interest of 
the accounting profession in the subject. 
The general feeling is that the college 
graduate has been stuffed with technical 
knowledge which remains sterile because 
of his inability to express himself in writing. 

Broadly speaking, the thirty-five replies 
can be divided into two opposing schools 
of thought: 

1. Sixteen (46%) favored more and better 
training in English composition and gram- 
mar. 

2. Nineteen (54%) favored special instruction 
in report writing. 

Most of those who advocated more and 
better training in English composition and 
grammar did not specifically state how to 
achieve it. Some of the suggestions made 
were: 

1. Require students to study more. 

2. Require better writing from all students in 

all courses. 

3. Be more critical in grading English courses. 

4. Penalize students in all courses for poor 

writing. 

. Require college seniors to take a refresher 
course in basic English. 


wn 


The advocates of special instruction in 
report writing were essentially in agree- 
ment that such a course should emphasize 
the marshalling and evaluation of account- 
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ing data, the organization of the material 
into a logical pattern, and the building of 
simple and concise sentences. Many of 
them believed that the case study or labo- 
ratory method should be used, and that 
actual cases from practice should be given 
as writing assignments. 


STATEMENT OF CONCLUSIONS DRAWN 
FROM THE SURVEY 


The replies to the survey constitute a 
challenge to those who advocate specialized 
training in accountants’ writing as the best 
way of improving the writing ability of 
college students majoring in accounting. 
This challenge does not motivate us to 
rush immediately to the defense of the 
idea of specialized training. We fully 
recognize the desirability of more and 
better English courses in college as well as 
at the primary and secondary educational 
levels. But as a practical matter, we also 
recognize the magnitude of the job of 
raising the standard of the curricula of 
all the autonomous bodies that comprise 
our educational system. Thus, it seems to 
us that the development of higher stand- 
ards of education in English cannot be 
viewed as an alternative to specialized 
training in writing. The former should 
have continued and careful attention asa 
part of a long range program to raise 
educational standards; the latter can be 
viewed as a temporary cure for the ills 
of the present and immediate future. 

If we agree that specialized training is 
the most practical short range method of 
improving the writing quality of account- 
ing majors, can we justify the expenditure 
of the necessary time and effort on the 
grounds of practical accomplishment? Will 
the students so trained be more valuable 
staff accountants than those without such 
training? We think affirmative answers to 
these questions depend upon the willing- 
ness of the public accounting profession to 
pick up the thread of training where the 
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colleges leave off. We cannot justify spe- 
cialized training in writing unless the col- 
lege graduate, as a junior accountant, is 
required to preserve and further develop 
his writing ability in practice. Factual 
knowledge can be stored away and brought 
out for use when needed, but the ability 
to write is an art that decays without con- 
tinued practice. Public accounting firms 
cannot expect their staff accountants to 
exhibit the benefits of special training 
in writing five years after graduation, 
unless some effort is made to furnish them 
with supervised practice in the interval. 

We are mindful of the difficulties inher- 
ent in the practice of public accounting 
which militate against the idea of writing 
practice for junior accountants. We fully 
understand the limitations of time and 
temper which prevail in the accountants’ 
busy season. Therefore, we make the pro- 
posals which follow in complete awareness 
of the hue and cry that will be raised by 
many accountants. Of those whose im- 
mediate reactions to our suggestions are 
unfavorable, we ask a more deliberate 
study and a careful weighing of the costs 
against the benefits to be realized, having 
in mind that valuable objectives are 
usually not achieved without cost. 

The program of training in accountants’ 
writing that we propose begins with a writ- 
ing course either in the senior undergrad- 
uate year or in connection with the CPA 
program of study offered by leading uni- 
versities to graduate students. The fea- 
tures of the program we conceive are as 
follows: 


1. Teach the student how to analyze, evaluate 
and organize accounting data for presenta- 
tion in writing. 

2. Explain the principles and techniques of 
effective writing and show how they are 
applied by writing practice on actual case 
studies taken from the field. 

3. Furnish writing practice and critical super- 

vision of the writer’s product while he is in 

public accounting practice. 
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The first two features of the program are 
to be covered by the specialized writing 
course; the last must be furnished by 
public accounting firms. In order to give 
writing opportunities to staff accountants 
below the rank of in-charge accountants, 
at least those who have been trained in 
report writing, it will be necessary to 
make certain changes in and additions to 
report routines and audit programs. These 
changes are merely suggested in the follow- 
ing paragraphs without attempting to 
present a detailed plan at this time. 

In audit engagements where the “‘long- 
form” report is submitted, the junior 
should be required to make the initial 
draft of those portions of the report that 
cover the aspects of the engagement on 
which he has worked. These initial drafts 
should be used by the in-charge account- 
ant in writing his report. During slack 
periods these drafts should be brought out, 
compared with the final copy and the re- 
visions discussed in conference with the 
in-charge accountant or in an organized 
class under the supervision of a partner or 
supervisor. 

Where “long-form” reports are not sub- 
mitted, or where the work done by the 
junior consists largely or entirely of verifi- 
cations not commented upon in the report, 
he should be required, before the close of 
the engagement, to submit to the in-charge 
accountant a report on exactly what he 
has done on the job and how he has done 
it. This would serve as written material to 
be criticized in later conference or class and 
rewritten during slack periods. In addition 
it would represent written evidence of the 
methods and routines actually used on the 
engagement and should be read by the 
in-charge accountant and compared with 
the audit program. 

The foregoing are but two of the means 
whereby the junior accountant can be 
required to write in practice. Other meth- 
ods, such as requiring periodical written 
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reports on assigned subjects or requiring 
accountants waiting for assignments to 
spend their time writing short articles 
on matters of current interest, can be 
adopted. 

All such writing, however, should at 
some time be reviewed, criticized and dis- 
cussed with the writer. 


Most public accountants will agree that 
good writie comes only with continued 
supervised practice. If writing competence 
among staff accountants is not worth the 
price of furnishing such practice, then we 
should abandon our efforts to achieve it. 
If, on the other hand, it is worth the cost, 
then by all means, let’s go after it. 


the Association: 


Please address your letters to: 


The office of the Secretary-Treasurer of the American Accounting Association needs 
some copies of the PAPERS AND PROCEEDINGS of the annual meetings of 


The American Association of University Instructors in Accounting to complete its 


set for binding. If you wish to help, please notify the office of the Secretary-Treas- 


urer if you have one or both of the following issues which you will give or sell to 


1920—Fourth Annual Meeting 
1922—Sixth Annual Meeting 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of Illinois, URBANA, ILLINOIS 
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ORIENTATION AND VISUAL AIDS IN 
THE TEACHING OF AUDITING” 


ROBERT DINMAN 
Assistant Professor, University of Southern California 


dents of accounting at the Uni- 

versity of Southern California 
revealed that some 78 per cent intended 
to commence their professional lives in the 
auditing activities of public accounting, 
government, or private industry. Con- 
versely, those persons responsible for such 
audit activity in the business world are 
hiring our graduates and, from their per- 
formances, are judging the quality of what 
goes on in our accounting classrooms. 

The quality and sufficiency of our class- 
room offerings in the field of auditing be- 
come, as a result, matters of first impor- 
tance in determining the adequacy with 
which the bulk of our students make their 
plunges into professional accounting life 
and in determining, as well, the judgment 
of the practicing part of the profession as 
to the success or failure of our total uni- 
versity curricula in accounting. It would 
be pleasing to state that auditing prac- 
titioners are well satisfied generally with 
what our graduates are bringing to them 
in terms of training by our universities. 
Such however is not entirely the case, if 
we are to judge by the comments from 
both the graduated students and the pro- 
fessional accountants and auditors by 
whom they are employed. 

There is perhaps no other phase of the 
accounting curriculum so difficult to con- 
tend with in the classroom as that portion 
devoted to auditing; perhaps no other 
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* The portion of this article devoted to Visual Aids 
was presented September 7, 1950 in the Round Table on 
“Visual Aids in Teaching Accounting” at the annual 
meeting of the American Accounting Association, Bos- 
ton, Mass, 


phase in which it might prove as profitable 
pedagogically to challenge course instruc- 
tion and content, and the materials and 
procedures utilized. 

Involved more with practical applica- 
tion than with pure theory, courses in 
auditing from the beginning have been 
permitted into university curricula some- 
what grudgingly and on restricted basis. 
Traditionally, such courses have been 
cramped and limited in scope, and rela- 
tively seldom have they been able to burst 
original bounds. To compound this diffi- 
culty on the other hand, subject content 
and legal responsibilities facing the prac- 
ticing auditor have been on a constant 
expansive march resulting from new and 
developing problems and procedures, and 
from findings and promulgations of the 
American Institute of Accountants, the 
Securities and Exchange Commission, the 
Courts, and other bodies. Our classroom 
offerings have failed meanwhile to match 
or keep pace with the needs of the pro- 
fession. Professor C. Aubrey Smith has 
put the point succinctly when he stated 
in the September 1947 issue of the Journal 
of Accountancy, “Instruction in auditing 
in most colleges is limited to (the equiva- 
lent of) a one-hour course in 3 semesters, 
hardly enough to scratch the surface of 
the subject.” 

Auditing happens to be a subject that 
cannot very well be mastered from text- 
book study alone. Too many detailed, 
discrete, and complicated procedures and 
practices are involved to permit sufficient 
remembrance and absorption on the part 
of students by this bare means. There is 
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perhaps no other phase of the accounting 
curriculum so difficult and unrewarding 
in this respect. To comprehend auditing 
processes, the student must necessarily 
work long and comprehensively on audit 
applications. It is this required practice 
time on case and problem materials that 
makes especially serious the time shortage 
mentioned. Further time is required for 
consideration of the literature appearing 
in bulletins, pamphlets, releases, require- 
ments, etc., of the various standard-setting 
bodies. It is this constant fight for time 
in the auditing classroom that results often 
in pressured and disorganized coverage of 
the subject matter. Textbooks on auditing 
have contributed to the difficulty, at least 
under the circumstances, in that what 
appear to be the best and most mature of 
these works are of encyclopedic size and 
with content more befitting the reference 
volume than the textbook. 

Auditing can probably be taught more 
effectively in the field than in the class- 
room. There, at least, the student would 
become aware of the problem whole—in 
terms of integrated business organization, 
personnel, records and business papers. 
If instructors of auditing were actually in 
position to train isolated students in the 
field—showing them what was needed and 
why, and supervisng their efforts—gradu- 
ally but surely, such students would be- 
come trained in a thoroughly realistic 
fashion. It should be remembered that 
even in the field however (and subsequent 
to training in the classroom) it takes two 
or three years to convert a raw junior 
auditor into a so-called semi-senior auditor, 
and from five to perhaps ten years to train 
a full-fledged and thoroughly competent 
senior auditor. The limitations of the 
classroom in these respects are obvious. 

The problem of verification is a new 
and difficult one for the student of ac- 
counting, involving as it does a myriad of 
new and complicated forms of working 
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papers, and a retrospective and analytical 
point of view. Nevertheless, much can be 
accomplished in the auditing classroom, 
The more nearly the instructor can bring 
to the classroom the values and learning 
obtainable by training directly in the field, 
the more effective the resultant instruc- 
tion. Some of the more important of these 
values are: (1) orientation to the auditing 
process as a whole, (2) adequate practice 
in the carrying out of auditing functions 
and the preparation of appropriate audit 
working papers, and (3) the ability to 
permit individual students to look over 
the shoulder of the senior auditor, so to 
speak, as he indicates what is needed in 
the preparation of well-constructed work- 
ing papers and accomplishment of the 
auditing function overall. 

The writer has tackled several of these 
classroom problems during some years of 
experience in the teaching of auditing. 
The remainder of this discussion deals 
with some of the solutions achieved under 
headings of Orientation and Visual Aids. 


ORIENTATION 


Orientation, not peculiar to the subject 
matter of auditing alone, may be used to 
advantage in teaching any subject con- 
sisting of a large, intact system or pattern. 
It is the sound pedagogical approach of 
moving from the general to the particular. 
Such technique finds reflection in the 
financial statement approach employed s0 
commonly in textbooks on elementary 
accounting. 

The writer has seen fit quite early in 
the auditing course, for similar reason, to 
introduce discussion of auditors’ so-called 
“certificates” and “reports.” This merely 
scratches the surface however of the 
orientation problem. It appeared most 
significant that many students, for too 
long a period of their study, failed to 
understand the overall nature of auditing 
and the interrelationship of its many 
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phases. Students occasionally “com- 
plained” it was not until their study of 
auditing was virtually complete that they 
comprehended with anything like suf- 
ficiency the significance of the earlier por- 
tions studied. The unfortunate result was 
that the average student worked too long 
“in the dark”’ and with significant wastage 
of effort as he dealt progressively with 
each phase of an audit such as internal 
controls, original records, cash, accounts 
receivable, and inventories for example, 
while lacking the ability to relate these 
separated phases to the comprehensive 
whole of the auditing problem. 

To meet this difficulty, the writer pre- 
pared a short, condensed audit case based 
upon the working papers of an actual 
audit. It was thought best for purposes 
of orientation and in light of necessary 
time limitations to avoid the complica- 
tions of an audit involving, for example, 
inventories and attendant problems in- 
herent in the manufacturing process. The 
setting selected was that of a legal firm 
operating as a partnership, for which 
transactions would be reasonably limited 
both as to quantity and complexity. The 
audit problem set forth involved a simple, 
basic situation which could be dealt with 
by a practicing accountant in about three 
days of activity culminating with an audit 
report of non-certified nature. 

The usefulness of this type of audit 
situation for intended purposes lay in the 
fact that smaller audits constitute mini- 
atures of, or, in a sense, “paraphrase” the 
more usual and larger audit situations en- 
countered. Such smaller audits are found 
often to be relatively complete and com- 
prehensive in scope, despite lack of the 
mass detail that characterizes the larger 
audits. 

In constructing the short audit case, the 
various vouchers (invoices, bank data, 
insurance policies, etc.) were presented in 
briefed form to supply essential data only. 
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Students are requested to do a minimum 
of verification work on the more volu- 
minous phases (e.g., transactions recorded 
in original records are verified for one 
month only rather than for the three 
months’ period indicated in the accom- 
panying audit program). Books of original 
entry are largely restricted to the par- 
ticular month to be examined. By such 
means, mere make-work and paper shuf- 
fling are virtually eliminated, permitting 
more intensive student concentration on 
the purely functional aspects of audit. 

This short, condensed audit practice 
case is brought into play during opening 
weeks of the auditing course. It is con- 
templated that the work will be completed 
by students within the relatively short 
period of approximately three classroom 
weeks—normally some 9 or 10 class meet- 
ings in conjunction with appropriate home- 
work assignments. During this time, the 
instructor functions as a senior accountant 
on the job explaining the procedures to be 
employed and the work papers desired. 
The students carry on as unpracticed 
junior accountants, fulfilling requirements 
as set forth by the senior accountant. 
Since students ordinarily lack sufficient 
knowledge and background for prepara- 
tion of the audit report at inception of 
their study of auditing, this may be read 
to them by the instructor or presented in 
mimeographed form or through visual 
aids to illuminate final purposes toward 
which the students’ audit efforts are being 
directed. 

Use of this short audit practice case has 
provided the means whereby students 
may carry through the motions of a whole 
though simplified audit in order to achieve 
some preliminary understanding of its 
parts, interrelationships, comprehensive 
pattern, and final purposes. Results ob- 
tained have proved most satisfactory. The 
auditing course commences with faster 
tempo, students enjoy working this type 
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of case, familiarity and ability with respect 
to working paper construction is materially 
enhanced, and individual problems and 
cases worked by students during the 
auditing course are better understood in 
relation to the whole of an audit. Most 
important, students are enabled thereby 
more intelligibly and fruitfully to prose- 
cute their subsequent study of audit text 
materials—perhaps with some saving of 
classroom time in the bargain. 


VISUAL AIDS 


If there has been any one phase of the 
teaching of auditing that tended to pro- 
duce in the writer a sense of futility and 
frustration, it was the attempt to make 
comprehensible to students the structure 
and content of extensive, complicated 
working papers. Correspondingly, develop- 
ment of the ability to express themselves 
fluently and flexibly on working paper 
constituted a major problem for the stu- 
dents of auditing. There are, of course, 
several printed sets of illustrative audit 
working papers available for study. While 
these perform quite useful service, they 
are nevertheless and necessarily limited 
in scope and expression. They are insuff- 
cient ordinarily for explanation of par- 
ticular problems and cases prepared by 
students on a homework basis and for 
all-out attack in general upon the working 
paper problem in the classroom. 

Standing before a class for the better 
part of an hour and attempting to explain 
a particular working paper or to explain 
possible variations thereof on a purely 
verbal basis was all too obviously unsuc- 
cessful from the standpoints of instructor 
and students alike. Too much of already 
scarce time was being consumed in the 
process, and a glance around the classroom 
quickly conveyed the impression that 
probably no two students of the group 
had obtained the same mental impression 
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of the materials presented. Classroom 
discussion of working paper techniques 
tended automatically to be discouraged, 
Use of the blackboards was obviously 
inadequate for such purposes also because 
of attendant limitations of both time and 
space. 

Finally, and largely as a matter of 
self-defense, search was begun for a better 
way to do the job. This led into the field 
of visual aids, namely screen projection. 
The means was provided thereby, in 
effect for permitting students to look over 
the shoulder of the senior accountant and 
to observe the fully acceptable working 
papers demonstrated. Too, instruction by 
the armed forces during the recent war 
manifested beyond reasonable doubt the 
efficacy and time-saving advantages of 
visual aids in the teaching process. Psycho- 
logically, it has long been understood that 
some students learn better through visual 
stimulation than from merely verbal ex- 
position of ideas and, generally, that 
learning through the medium of several 
senses is more effective than learning 
through the medium of a single sense 
alone. 

Various mechanical means for achieving 
screen projection weregiven consideration 
including such devices as the opaque, 
slide, film-strip, transparency, and motion 
picture film projectors. Each had its ad- 
vantages and disadvantages. The opaque 
projector had the advantage over all 
others of directly projecting materials 
from a work sheet, book, or report without 
the necessity of transferring such ma- 
terials to some other projective form. It 
presented the serious disadvantages how- 
ever (apparently still existent) of limited 
projective surface area, difficult operating 
conditions, and need for a darkened room. 
With respect to various other types of 
projectors, it became quickly apparent 
that each was better fitted than the others 
for one particular job or another. Further, 
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the availability of personnel and equip- 
ment for the fashioning of needed projec- 
tive materials might also influence the use 
of one type of projector rather than the 
other. 

After considering and testing the various 
devices it appeared that the “Visual 
Cast,’ manufactured by Victorlite In- 
dustries, Inc., of Los Angeles, California, 
was best adapted to the purposes of the 
auditing classroom. This type of projection 
is basically the same as that commonly 
employed in bowling alleys by means of 
which bowling scores, wax-pencilled by 
the players on transparent plastic sheets, 
are projected in lighted rooms onto large 
overhead screens. 

The “Visual Cast” projects plastic or 
cellophane type transparencies, which may 
be produced by writing on any transparent 
materials in ink, by typing, or by photo- 
graphic means. The machine throws a 
strong light beam upward to a mirror- 
enclosed head through an eight inch 
diameter circle, upon which has been 
placed the material to be demonstrated. 
The head projects the image onto a screen 
located behind the instructor-operator. 
The projecting power of the ‘‘Visual Cast” 
is sufficient to fill completely a screen 10 
feet by 10 feet in size at a distance of 15 
feet or less, and to produce sharp, clear 
images (in any desired colors) in a fairly 
well-lighted room. This latter circum- 
stance enables the student to check his 
own problem material with that on the 
screen and to make pertinent notes on the 
form and content of the working papers 
or reports undergoing discussion. 

Other significant advantages of the 
“Visual Cast’ type of projector are: 

(1) The instructor operates the machine 
from virtually the front of the room and 
faces at least the bulk of his class. This 
facilitates class discussion while the in- 
Sstructor remains at the machine. 

(2) The instructor alone operates the 
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machine, which requires no handling be- 
yond the flick of a switch and the mere 
laying of the material to be projected on 
the glass plate before him. The projected 
materials face the instructor for easy 
reading and for pointing with a pencil 
(which reflects upon the screen). The 
various materials to be projected may be 
placed and replaced upon the machine 
virtually without time consumption. Ma- 
chine operation is noiseless. 

(3) The transparencies may be easily 
created and repeatedly used. Blank plastic 
rolls, which may be attached to the ma- 
chine, are available also for building up 
of data in the classroom for temporary 
purposes. 

Another transparency projector, similar 
in type to the “Visual Cast,” is known by 
the trade name of “Vu-Graph,” and is 
manufactured by the Charles Beseler 
Company of Newark, New Jersey. 

Originally, materials were created for 
“Visual Cast” projection by a variety of 
means. One of the more satisfactory meth- 
ods consisted of photographing and re- 
ducing to desired size various printed ma- 
terials and ink-written working papers. 
Other methods consisted of typing or 
writing in ink directly onto blank plastic 
sheets. Higgins, India, Superchrome and 
plastic-type inks were best suited to the 
purpose. Typing on plastic sheets was 
done through thin onion skin paper with 
non-smudging carbon paper (e.g., Colum- 
bia Blue Heaven #10) placed on both sides 
of the plastic sheet to strengthen the 
impression obtained. 

Although sufficiently workable, each of 
the above described methods was attended 
by one drawback or another. The photo- 
graphic reproduction was farmed out 
commercially and proved expensive, orig- 
inal copies costing from $1.25 to $2.00. 
Typed transparencies were occasionally 
bulky and inflexible, and needed to be 
covered with additional plastic material 
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to avoid eventual smudging. Pen and ink 
copies on blank plastic sheets were some- 
what difficult to manage from the stand- 
point of producing working papers that 
were both neat and lined-up properly. 

Many of these difficulties have been 
overcome by a method originated by the 
writer. This consists of photographing 
blank working papers of the various types 
and reducing the resultant transparencies 
to the desired size of approximately 
9”<7}". These few photographed trans- 
parencies of blank working papers are used 
then as master copies, and reproduced 
cheaply (approximately 15 cents per copy) 
and in quantity on an Ozalid machine. 
Student assistants are utilized to do the 
writing for any desired working paper or 
other data upon these transparent, Ozalid 
produced, blank working papers. Fine 
point pens of any suitable make, used with 
a combination of Higgins and a small 
amount of plastic ink (the latter available 
through Victorlite Industries, Inc.,) have 
provided the most satisfactory tools for 
production of the finished, long lasting, 
and realistic looking working papers. 

Classroom use of projection by the 
writer thus far has followed two main 
channels: 

(1) Demonstration of problems or cases 
prepared by students as homework. 

(2) Demonstration of basic types of 
working papers, statements, or reports, 
with pertinent variations, during lecture 
discussions. 

Student reaction to this classroom 
approach has been enthusiastic. With this 
help it is possible to accomplish quickly 
and effectively, in five or ten minutes, 
what previously required the major por- 
tion of a class period. Significant discussion 
of working paper form, technique, and 
variations has been stimulated. The ability 
of students to prepare desired working 
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papers flexibly and with understanding 
has been considerably strengthened. 


CONCLUSION 


To summarize: the problems of teaching 
auditing in the classroom stem largely 
from the following causes: 

(1) Insufficient class time, particularly 
in light of expansion of audit content and 
the need for extensive practice on case 
materials. 

(2) The overly comprehensive and en- 
cyclopedic nature of available textbooks, 
and attendant difficulties of understanding 
audit processes from “mere” textbook 
study. 

(3) The difficulty of comprehending the 
auditing problem as a whole in the class- 
room, which is necessarily removed from 
the actual operating conditions existent 
on an audit engagement. 

The problems of handling auditing in 
the classroom will not be surmounted toa 
sufficient degree until there exists fuller 
realization of the need for greater time 
allocation to courses in this field. Further, 
significant help in this connection would 
probably derive from modification of text- 
books on auditing to fit them better to 
meet the needs and time limitations of our 
auditing courses. Much, additionally can 
be accomplished in any accounting class- 
room, however, by application of improved 
teaching techniques. The attempts to 
achieve a higher degree of orientation on 
the part of auditing students and to make 
use of such illuminating means as the 
visual aids are suggestive of such possible 
improvement. It is hoped that others 
dealing with the problems of handling 
auditing in the classroom will make their 
experiences and ideas known for purposes 
of mutual benefit and a higher degree of 
success everywhere in the teaching and 
study of the subject of auditing. 
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A STUDY OF THE PRINCIPLES 


OF ALLOCATING COSTS 


Joun A. BECKETT 
Assistant Professor, Massachusetts Institute of Technology 


HEREVER accountants are found 
W there also will be found the ques- 

tions—What about this business of 
allocating costs? What purpose does it 
serve? Should indirect costs be allocated or 
should one stop with direct costs and not 
allocate the indirect ones at all? What 
about the school of thought which asserts 
that indirect costs of certain sorts ought 
not to be allocated because if they are you 
get a distorted picture of affairs? Since 
there are many accountants who have not 
made up their minds about matters of this 
sort, the matter merits consideration. 

To begin with, some terminology can be 
clarified so that confusions of that sort 
may be kept at a minimum. When costs 
are collected in functional groups and 
then related in various ways to the activi- 
ties of business, that relating of costs is 
herein called “assignment.” For example, 
power costs are collected and then assigned 
to departments. 

There appear to be three ways of as- 
signing costs: (1) by direct application, 
(2) by allocation, and (3) by proration. 
The first method—direct application—is 
used where there is a demonstrable and 
immediate relationship between the cost 
and the thing to which it is assigned. 
For example, the cost of power may be 
assigned by direct application to a depart- 
ment where the power is metered thereto 
and the amount consumed is easily deter- 
minable with accuracy. The second method 
—allocation—applies to those cases where 
there is a demonstrable relationship be- 
tween the cost and the thing to which it 
is being applied but the relationship is not 
such that absolute accuracy or rightness is 


precisely determinable. For example, if 
power is taken from a central drive shaft— 
as it still is in many old-fashioned shops— 
by a number of different departments, the 
costs must be allocated on some reasonable 
basis if they are to be assigned at all. It 
is clear in such cases that there exists a 
definite and fairly close relationship, but 
the nature of the relationship is such as 
to call for more subjective judgment of the 
cost incidence to be established as a result 
of the relationship. 

The third method—proration—pertains 
to situations in which there is a desire to 
assign functional costs yet no demon- 
strable relationship exists to rely upon for 
measurement of the various shares to be 
assigned. This is the problem one faces, 
for example, when he tries to assign the 
salary of the production manager to the 
various production departments, or, to 
make it even more difficult, the salary of 
the company president to the various pro- 
ductive and sales departments. The work 
of these men is presumably valuable to the 
several departments under them, but the 
question of how much of their total cost 
pertains to each is one which often re- 
quires not only judgment but something 
even slightly beyond that—arbitrariness. 
The relationship being somewhat remote 
the method of assignment becomes arbi- 
trary. And the arbitrariness increases as 
the relationship becomes more remote. 
The method of assignment which is em- 
ployed in these last cases is here called 
proration. Assignment, then, is divided into: 

(1) application or direct application 


(2) allocation, and 
(3) proration 
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For the sake of clarity, and practica- 
bility, it appears best here to restrict the 
subject-matter to factory costing. The 
principles to be explored apply just as well, 
it would appear, to distribution costing, 
but any effort to extend the discussion 
into that field would require more space 
than is warranted in an article of this 
scope. It seems altogether possible that 
straight thinking on both fields may be 
made possible even though the delibera- 
tions are confined to just one of them at 
the start. 

Here, then, is the problem. Should all 
costs be assigned (by application, alloca- 
tion and proration) or should the account- 
ant stop short of full assignment and re- 
strict himself to—let us say—application 
of direct costs only? Clearly, an answer to 
this question requires an answer to the 
more fundamental question of “‘why are 
costs being accumulated in the first 
place.” The following are a few facts 
about which accountants ought to remind 
themselves in this latter regard. 


A. There are several basic objectives in ac- 
counting. In other words, costs are ac- 
cumulated for a number of different 
reasons. These reasons are, roughly: 

1. profit measurement and general control 
2. cost planning and control 

3. pricing 

4, appraisal of alternative courses of action 

B. These objectives sometimes require quite 
different approaches and techniques and 
philosophies. 

C. Profit measurement came first historically 
and is—for better or for worse—given the 
most emphasis in the early training of ac- 
countants, and therefore there is a great 
likelihood that the techniques of profit 
measurement will insinuate themselves 
upon the other objectives and, at times, 
very effectively destroy the value of the 
data for the purpose intended. 


Let us, then, get down to cases, starting at 
the place where the practice of cost assign- 
ment began and identifying its underlying 
purpose. 


COST CONTROL 


Cost assignment began in the determina- 
tion of overhead rates. In this process it 
is customary to gather all indirect factory 
costs together, to predict the number of 
units to which these costs are to be applied, 
and to apply those costs to the products 
as they are made. Why? 

The primary purpose of this procedure 
is to insure a realistic valuation for inven- 
tories—and therefore a realistic measure- 
ment of profit. That was the original 
purpose of the overhead rate and it is 
still the main objective today. But the 
important thing, it would seem, is to ob- 
serve what purpose the assignment of 
costs in an overhead rate was not intended 
for. It was not intended to promote cost 
control. It was, as has been noted, born as 
an instrument of profit measurement. And 
it does not serve two masters well. Indeed, 
this is an old maxim of accounting. All 
accountants know this, instinctively, but 
they certainly do not always conduct 
themselves as if they know it. A recent 
conversation with a production foreman 
disclosed that he and his accountant were 
having a genuine disagreement because of 
the high cost of finished products which 
emerge from his department. The account- 
ant in this case was talking about total 
cost—the kind of cost mentioned earlier 
as being determined primarily forinventory 
valuation and profit measurement pur- 
poses. It would appear in these circum- 
stances that the accountant was wasting 
not only his breath but also the time of the 
foreman in using total cost as a basis for 
talking to a foreman about cost control 
in his department. The costs which are 
controllable by the foreman are the only 
costs which can justifiably be made the 
subject of conversation between these two 
parties when cost control is their objective. 
This point is made strongly affirmative for 
the purpose of contrasting it sharply with 
the method one uses for the different pur- 
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A Study of the Principles of Allocating Costs 


pose of evaluating inventory and measur- 
ing profit. 

It is natural for the cost accountant to 
want to prorate and allocate costs—be- 
cause that is one of the first things he 
learned when he went to school, profit 
measurement being emphasized at the 
start as a general rule. Sometimes it seems 
that the emphasis never should have been 
that way in the first place, because it has 
led many accountants into the error of 
indiscriminate allocation in their approach 
to different problems of costing. 

We may pause here to draw a first pre- 
liminary conclusion about cost allocation: 
It never was intended as a primary tool for 
cost control. In the short run, costs can be 
controlled only at their source. When 
costs are grouped—as they are in an over- 
head rate—and assigned in various ways 
to various departments and various prod- 
ucts therein, there is little one can do with 
that kind of end information which will 
enhance control of the various costs which 
have been so grouped and so distributed. 
The objective of allocation was not cost 
control in the first place. As we all know, 
different costs serve different purposes. 

One word more about the case of the 
foreman and the discussion about cost con- 
trol. The meaning of ‘“‘costs which are 
controllable’ by the foreman should be 
made doubly clear. This does not neces- 
sarily mean all direct costs, for some direct 
costs may not be controllable by him. For 
example, it does not seem proper—for cost 
control purposes—to charge a foreman for 
down-time if he is not the one who has 
dictatorial and authoritarian power over 
that down-time. Nor does it seem right to 
hold a foreman responsible for all direct 
labor if, for example, some of that direct 
labor is caused by a broad management 
policy (or union policy) that employees 
cannot be discharged when work is slack. 
Furthermore, it seems only good sense 
that in talking cost control and cost reduc- 
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tion, the accountant should see the person 
who is responsible. The production fore- 
man may be the beneficiary of rent and 
administration and light and heat, but he 
generally has little control over them. 
The truth is that for cost control pur- 
poses there may be comparatively few 
costs to work with—a very few in com- 
parison with the number which are in- 
cluded in “total cost’ at any given point. 
Does this all mean, however, that allo- 
cation (and proration) of costs to depart- 
ments and products is useful only for the 
joint purpose of inventory valuation and 
profit measurement? Has it been shown 
that this joint purpose is the only purpose 
which justifies allocation for costs? No. 
Allocation, such as is done in the overhead 
rate determination, serves several useful 
purposes over and above the purpose of 
assigning values to goods and therefore 
facilitating the measurement of profits. 
The first of those other purposes has been 
mentioned in passing and will command 
some attention here. It is ‘‘pricing.” 


PRICING 


Accountants have ever been alert to the 
uses of their art in so organizing cost data 
as to be of aid to management in estab- 
lishing prices, or, alternatively, of selecting 
the products to sell in a semi-inflexible 
price structure. Our question for the 
moment is, “Do allocation and proration 
of indirect costs serve a useful purpose 
when the objective is to set prices?”’ This 
is a question which troubles almost all 
accountants and on which one can get 
very strongly supported yet opposing 
views. On the one hand there are those 
who endorse the complete assignment 
method of determining cost. This total 
cost is compared with revenue and the 
weak and strong products are noted. On 
the other hand there are those who prefer 
to concern themselves only with direct 
costs and let the margin between this cost 
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and total revenue be the contribution to 
overhead which the exponents of this view 
believe is a common body of cost from 
which all products benefit if at all only in 
indeterminate ways. What then, are the 
merits of the several views? 

It is not difficult to become an advocate 
of the “contribution theory,” on the 
grounds that direct costs give a knowable 
and definite base for pricing while “total 
cost” adds to this rather pure base a 
layer of cost which is very often quite 
arbitrarily assigned to various different 
products. It is easy to be satisfied with a 
clean structure of provable costs as a 
base on the top of which the markup can 
be added to determine optimum selling 
price. Surely the cleanliness of this ap- 
proach to product pricing is its most 
appealing feature. Yet arbitrary or not, 
overhead must be borne (by products or 
other segments) and if, when indirect 
costs have been assigned in the manner in 
which management wants them to be 
borne, some products appear to be 
“losers,” then re-pricing of these products 
is truly in order if it is at all possible. 

The main point here is that “‘arbitrari- 
ness’ is not necessarily a vice. If indirect 
costs have been incurred to sell certain 
products, management has a perfect right 
to expect those products to carry such 
costs. If management wants certain prod- 
ucts to carry a substantial share of the 
overhead (and there may be many different 
and justifiable reasons for so wanting), 
then the failure of the product to carry 
that indirect cost is an indication of weak- 
ness aS management wishes and has a 
right to interpret weakness. 

Notice one thing. Weakness of a product 
(as determined by allocation and prora- 
tion of indirect cost) does not mean that 
the elimination of the product will leave 
the company better off. Here again, the 
purpose of the accounting approach was 
specialized—and must be completely un- 


derstood if mistaken conclusions about its 
meaning are to be avoided. The complete 
assignment of costs does not support any 
conclusion about what will happen if 
weak products are to be discontinued. To 
find that out, the direct costs—or better 
still, the out-of-pocket costs—must be 
determined for the weak product and the 
saveable costs isolated. 

What good is it, then, to have a picture 
of full costs after allocation if you can’t 
take decisive remedial action on the basis 
of such data? The answer, it would seem, 
is that one can judge the long range 
comparative strength of various products 
a little better if he allocates costs to them 
from the large body of costs from which 
they benefit. If costs are limited to those 
which are direct or those which will be 
eliminated if a product is dropped, there 
are so few costs to work with that a sound 
judgment of relative strength or desira- 
bility is precluded. Furthermore, isn’t it 
just a little unrealistic to start with a 
picture of what would happen if products 
from the product line were to be dropped? 
It seems much more realistic to work from 
the assumption that this exploration into 
costs normally will be followed by long 
range remedial action rather than swift 
and violent corrective action. The latter is 
called for in some cases; no one would deny 
that. But the usual picture is one of evolu- 
tion, not revolution. 

We might pause at this point to draw a 
second conclusion. The assignment of in- 
direct costs to products serves a useful 
purpose in making possible a clearer 
picture of the relative strength of dif- 
ferent segments of business (in this case, 
products) and the areas where improve- 
ment is needed. But such a technique of 
analysis should not be mistaken for an 
indication of what will happen if swift 
changes are to be made. It does not do 
that. There is another approach for this 
kind of problem and it is a very important 
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approach to take before any short-run or 
spontaneous changes are made. 

From what has been written up to this 
point, it might be concluded that the 
allocation and proration of indirect costs 
may serve to aid in setting prices when 
management is free to set them. Let us now 
ask ourselves, ‘“Does the process of allo- 
cating and prorating costs serve any pur- 
pose for the more general cost classifica- 
tions, such as departments?” In other 
words, “‘Is there any virtue, other than for 
eventual profit measurement, in collecting 
costs by department?” Here the answer 
appears to be a qualified “yes.” Total 
costs by departments cannot be used 
effectively to “eat out” the foremen or 
other responsible people, but they are 
often used as effective psychological tools 
for making a manager aware of the full 
cost significance of the department whose 
affairs he administers. Furthermore, total 
costs by departments or other segments 
are sometimes compared with total reve- 
nues applicable thereto, and the “relative 
profitability”’ of the units of contribution 
to other costs is thereby exposed to view. 
And such is thought to be an effective tool 
of cost analysis in that it makes possible a 
comparison of different but similar de- 
partments. 

It cannot be denied that there is virtue 
in such data. It must be observed, how- 
ever, that its value is of a general and 
broad nature and that it cannot normally 
be used as a basis for swift, definite, and 
decisive action. 


WHAT KINDS OF COST? 


Up to this point it has not been made 
clear whether the ‘‘costs” under discussion 
are standard costs or historical costs. 
Indeed, it would be much easier to avoid 
this issue, since it is an exceedingly difficult 
one on which to take a firm yet altogether 
practical and defensible stand. 

To hold for the use of standard costs in 


allocating (for pricing purposes and the 
other more general purposes already men- 
tioned) is to erect a barrier against him 
who has not thus far developed the tool of 
standards to a point of practical usefulness 
in business management. And real effective 
standards are in far less general use than 
many of us would like to admit. Therefore, 
although there is double value in assigning 
standard costs for such purposes it is 
certainly impractical to assert that stand- 
ard costs must be used in cost assignment 
for its various purposes. Until standards 
are developed in any given situation to a 
point of real usefulness, ‘“‘actuals” can be 
used. And, crude though they are, they 
are much more effective than nothing at 
all and, in many cases, only slightly less 
effective than standards. 


APPRAISAL OF ALTERNATIVES 


One of the basic objectives of account- 
ing mentioned at the start of this paper 
was “the appraisal of alternative courses 
of action,” but what is meant by this 
phrase? Problems of business such as 
whether or not to expand, to make or 
buy, to replace an obsolete machine, to 
drop a product, to take remedial and 
corrective steps with regard to certain 
products, all are examples of what is 
popularly called a problem of alternative 
choice. The cost analyst is concerned 
with problems of this sort very often; 
some accounting-trained people, as a 
matter of fact, spend all of their time 
working on problems of alternatives. 
There are those who assert that this sort 
of activity is not accounting at all, but it 
may be supposed that few in the account- 
ing profession share that point of view. 
The point is that this is an activity which 
consumes much of the time of the ac- 
countant, and we are therefore obliged to 
study the principles of cost allocation as 
they apply to it. Let us then, pick one 
problem of alternative choice—that of 
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deciding whether or not to replace ma- 
chinery. Does cost allocation play any 
part in this technique? 

Accountants in general are all quite well 
acquainted with the major pitfall and 
danger of erroneous analysis which lies in 
an appraisal such as this. They know 
that this problem of accounting involves 
the use of pure artistry. It is not the kind 
of decision on which conclusive informa- 
tion evolves naturally from accounting 
systems. This question requires artistic 
taste in the use of business data in contrast 
to such matters as “systems work” and 
profit measurement. 

In preparing data for analysis of this 
particular problem of alternatives, prob- 
ably the first rule is to throw out all tra- 
ditional costs and start all over again 
with whatever costs are appropriate to the 
question in point. In the case of whether 
or not to buy a new machine to replace an 
old one this means abandoning all the his- 
torical costs which have become attached 
to the old machines and starting by ac- 
cumulating a body of data on out-of- 
pocket operating costs of the old versus 
those of the new machine. 

Needless to say, out-of-pocket costs and 
prorated costs are like oil and water; 
they don’t mix. In matters of this sort 
one is interested in what it costs to operate 
the old machine—not to own and operate 
it. For these purposes he usually acts as if 
the machine had been a gift, for data on 
costs of purchase and ownership are essen- 
tially foreign data—not pertinent to this 
consideration. Furthermore, costs of oper- 
ation are not full costs of operation. We 
are interested primarily in the number of 
dollars which will flow from the coffers of 
the company in the future under the several 
alternatives of ownership. One might con- 
clude, then, that there is little room for the 
principles of cost allocation and proration 
here. Since historical capital costs are of 
no importance in divining the proper 
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course to follow for the future, relating 
them to other objects simply serves to 
obscure the picture. 

It would be a major error to fail to note 
for the record that subsequent profit- 
measurement accounting for accomplished 
policy decisions must follow the tradi- 
tional pattern of cost allocation if orthodox 
and time-honored reports are to be drawn 
off. The use of less than full cost for de- 
cision-making purposes does not preclude 
the use of full cost for profit-reporting 
purposes. Clearly, here is another case of 
“different costs for different purposes.” 

Brief mention was made earlier of the 
selection of products to sell in an appraisal 
of their desirability on both a partial cost 
and full cost basis. While the subject at 
that point was pricing, there were over- 
tones of the alternatives problem. Without 
re-surveying the subject, it will be re- 
membered that the conclusion reached was 
that allocation served a specific and im- 
portant but limited purpose—that of in- 
dicating the long-run desirability of differ- 
ent segments of the business (which in that 
case were products). 

It appears, then, that in the area of 
alternatives, no firm rule can be made 
about allocation and proration. In one 
case we have seen that they serve no useful 
purpose; in another the technique of as- 
signing indirect costs has been found to 
provide valuable information of a partic- 
ular kind. This variety simply further 
proves that the area of alternatives in 
accounting is one which calls for the very 
greatest of insight into the meaning of 
business data. If an accountant is good at 
problems of this sort, he proves without 
question the value of his services to man- 
agement. 


CONCLUSIONS 


1. It is helpful and also vitally im- 
portant to define the purposes which one 
is trying to accomplish before he under- 
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takes any analysis or compilation of costs. 

2. It is possible to arrange the funda- 
mental objectives of accounting—admit- 
tedly with some over-simplification—into 
four basic activities. 


a. Profit measurement 

b. Cost control 

c. Pricing 

d. Appraisal of alternative courses of 
action 


3. Allocation and proration are im- 
portant and essential to the orthodox 
measurement of profit. It seems likely, 
however, that this objective—that of 
profit-measurement—has become so well 
ingrained in our thinking that we have 
carried it forward indiscriminately into 
other accounting problems. 

4, In the area of cost control, allocation 
and proration appear to be valueless and 
inconsistent with the basic philosophy of 
primary cost control—which is to gather 
costs in homogeneous packages of re- 
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sponsibility. Allocation and proration, im- 
posed on such a scene, bid fair to destroy 
the value of the data whose purpose it was 
to enhance cost control. 

5. In the area of pricing, allocation and 
proration have a definite and valuable use 
—that of making products bear the 
amount of indirect cost which manage- 
ment feels is necessary to warrant con- 
tinuation in the product line in the long 
run. There are better ways of measuring 
short-run relative importance of products, 
but for the long pull, allocation and 
proration are valuable tools of appraisal. 

6. In the area of alternatives, allocation 
and proration are both good and bad, and 
it takes a good man to know when each is 
the case. 

There are no crutches or easily formu- 
lated rules which can be couched in simple 
language for the aid of the accountant. It 
would seem that there are these principles, 
however. Perhaps the act of recording 
them will enable us all to increase the 
value of our daily labors. 
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NATURE OF RESERVE FOR 


SELF-INSURANCE 


BERNARD F. MAGRUDER 
Assistant Professor, Wayne University 


HAT is the nature of a “Reserve 
W for Self-Insurance’’? The opinions 
of textbook writers are as diverse 
as is the use of the word “reserve”’ itself. 
Some consider it to be a liability, others 
an earmarked portion of retained earnings, 
and still others an offset to assets. For 
example, Smith, Newlove and White 
treat it “as a liability but outside either 
current liability and fixed liability groups 
...”! Johnson suggests showing ‘‘an am- 
biguous reserve—between the liability 
and net worth sections.’ Paton “‘construes 
the entire credit balance of the account as 
a pure surplus reserve... .’* Husband, 
Wixon and Bartholomew suggest, among 
other possibilities, that it is an asset-offset 
since “preferably the losses should be 
spread against the revenues of the years 
that benefit from the assets before they 
are destroyed.’* Finney summarizes his 
view by stating, “if there is a strong pos- 
sibility that the contingency will become a 
reality and will result in a decrease in an 
asset or in the creation of a liability, the 
reserve may be deducted from the asset 
or included among the liabilities,” but if 
created “for purposes of mere conserva- 
tism or simply from a desire to reduce the 
surplus balance—such a reserve should be 
shown under the surplus caption... .” 


1G. H. Newlove, C. A. Smith, and J. A. White, 
Intermediate Accounting (Revised; Boston: D. C. 
Heath & Co., 1948), p. 169. 

2 A. W. Johnson, Advanced Accounting (New York: 
Rinehart & Co., 1947), p. 448. 

3 W. A. Paton, Advanced Accounting (New York: 
Macmillan Co., 1941), p. 599. 

4G. R. Husband, R. Wixon, and A. Bartholomew, 
Advanced Accounting (temp. ed.; Detroit: mimeo- 
graphed for Wayne University, 1951). 

°H. A. Finney, Principles of Accounting, Intermedi- 
ate (3rd ed.; New York: Prentice-Hall, 1946), p. 475. 


It is generally recognized that the term 
“self-insurance” is a misnomer. By its 
nature insurance involves a contract by 
which one party, for a consideration known 
as the premium, assumes designated risks 
of the other party, and promises to pay a 
definite or determinable amount on a 
specified happening. However, the term 
“self-insurance” does have some signif- 
cance in that it distinguishes the policy of 
consciously bearing rather than trans- 
ferring a calculated risk from the negligent 
failure to insure or in some manner provide 
for the risk. The decision whether to insure 
or not is one for management to make, and 
the accountant may well heed Vatter’s 
admonition that “the rightness or wrong- 
ness of situations and results is not for 
him to judge.’® Nevertheless, it is the 
obligation of the accountant to present 
fairly condition and result. The crux of 
the accounting problem is whether the 
credit balance results from an appropria- 
tion of income or from a charge properly 
made in order to determine income. If the 
former, the reserve is clearly an earmarked 
portion of retained earnings; if the latter, 
the resulting credit balance must be either 
a liability or an offset to assets. 

First, consider the case for reporting the 
“reserve” as a liability as suggested by 
Newlove, Smith and White. This implies 
that there is or may be an obligation, en- 
forceable by law, to someone. Lacking any 
present or future obligation to others, 
treating the credit balance as a liability is 
untenable. Johnson’s suggested floating of 
the credit balance between liabilities and 


6 W. J. Vatter, Managerial Accounting (temp. ed.; 
New York: Prentice-Hall, 1950), p. 8. 
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net worth is equally objectionable. Anal- 
ysis requires a distinction, and a profession 
mindful of the use of its reports cannot be 
tolerant of ambiguity as to whether an 
item is a liability or a part of proprietor- 
ship. 

Next, consider the case for reporting the 
“reserve” as a portion of retained earnings. 
Some of the attempts to support this view 
are based on the alleged elimination of 
other possibilities. Thus, Moonitz and 
Staehling reason, “... it is not a deduc- 
tion from an asset, since assets are not in- 
volved at all. It cannot be a debt....It 
must therefore be a net worth account.” 
The soundness of their conclusion is de- 
pendent on the validity of their assertion. 
It is difficult to accept such a bald con- 
clusion because the possibility of the useful 
life of an asset being shortened is the very 
core of the problem. 

Montgomery is more specific in conclud- 
ing that ‘‘these reserves constitute segre- 
gated surplus” because “loss or damage is 
merely a possibility, the eventuality of 
which cannot be foreseen.’’* Paton reaches 
the same conclusion and, in part, for the 
same reason.’ Both appear to ignore the 
fact that, although an event like a fire is 
uncertain, it is a member of a large family 
of such events and therefore the probabil- 
ity of occurrence can be statistically 
derived. Those who would place a “Re- 
serve for Self-Insurance” in the same class 
as a “Reserve for Possible Decline in 
Inventory Prices” or a “Reserve for Un- 
favorable Legislation’ overlook that the 
latter uncertainties are not members of a 
like family and cannot be objectively 
measured. Some hazards can be reduced 
to a reasonable degree of certainty, others 


™M. Moonitz and C. C. Staehling, Accounting—An 
Analysis of Its Problems (temp. ed.; Brooklyn: Founda- 
tion Press, 1950), vol. 1, p. 451. 

°R. H. Montgomery, N. J. Lenhart, and A. R. 
Jennings, Auditing (7th ed.; New York: Ronald 
Press, 1950), p. 396. 
® See op. cit.. p. 599. 
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cannot. Knight informs us that a “‘meas- 
urable uncertainty, or ‘risk’ proper—is 
so far different from an unmeasurable one 
that it is not in effect an uncertainty at 
all.” Boulding summarizes the distinc- 
tion as follows: “Risk is insurable; un- 
certainty is not.’ Insurance companies 
have long compiled casualty probability 
tables based on data qualitatively and 
quantitatively reliable. In contrast, many 
of the commonly used rates of deprecia- 
tion seem to be no more than mere guesses. 
The Wisconsin Public Service Commission 
has said of depreciation that it is neces- 
sarily “a matter of estimates and con- 
jecture.”"* It may be contended that 
casualty tables are not significant in a 
given case as the experience of one enter- 
prise may deviate substantially from the 
average. This contention is equally ap- 
plicable to many accepted accounting pro- 
cedures. For example, it is often necessary 
to estimate expected wear and tear or other 
determinates of service-life of a single 
machine on studies based on thousands of 
machines. In such a case, the statistical 
method may be even more objectionable 
than when used to estimate casualties, as 
“self-insurance” is ordinarily employed 
in connection with widely scattered as- 
sets, and the dispersion of the assets sub- 
ject to risk tends to lessen the deviation 
between average and individual experi- 
ence. Further, to avail oneself of actuarial 
tables does not negate the use of judg- 
ment. Surely insurable risks, whether in- 
sured or not, are as objectively measurable 
as is, for example, obsolescence. For ex- 
ample, the number of widely scattered 
trucks, owned by a national milk com- 
pany, that will be destroyed by accident 


1 F, H. Knight, Risk, Uncertainiy and Profit 
(Boston: Houghton Mifflin, 1921), p. 20. 

11K, E. Boulding, A Reconstruction of Economics 
(New York: John Wiley & Sons, 1950), p. 133. 

2 Public Service Commission of Wisconsin, Depreci- 
ation (New York: The State Reporting Co., 1933), 
p. 161. 
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during a given period appears more 
measurably certain than the possibility of 
its pasteurizing equipment being out- 
moded. Probability, statistically calcu- 
lated, has proved sufficiently certain to be 
of value in flood control, in maintaining 
quality control of medicine, and even in 
the reduction of physical inspection of air- 
craft. In the writer’s opinion, some reason- 
ably accurate allowance can be made for 
uninsured but insurable risks whether it 
should be or not. 

This squarely presents the crux of the 
problem—should an objectively deter- 
mined amount representing uninsured but 
insurable risks be matched against the 
revenue of the period in which the risk is 
accepted? Many will deny the propriety 
of such a charge on the theory that losses 
do not accrue. This doctrine assumes that 
expired costs which result in benefit are 
expense, while costs which expire without 
benefit are losses. While this distinction 
has merit, the word “benefit” must be 
defined clearly. Boulding points out that 
“it is not in the consumption but the 
utilization of capital that satisfaction lies 

” and cites as an example, ‘whether 
a house burns down, blows down, or 
merely wears out, all forms of consumption 
are equally incidental to its use.’ Ob- 
viously, benefit is not derived from a 
casualty, but it is equally true that benefit 
does not emanate from wear and tear or 
obsolescence. The benefit is in the use of an 
asset, not in its expiration. Depreciation 
accounting, as now practiced, is a method 
of amortizing the cost of an asset over a 
period of years measured by the probable 
beneficial life of the asset. All factors, 
physical and functional, that contribute to 
the termination of beneficial life should be 
taken into consideration. One such factor 
is the possibility of a casualty such as a 
fire or windstorm. By insurance the cost 


3 Op. cit., p. 139. 


of this cause of depreciation is reflected in 
an insurance premium account which is 
matched against the revenue of the period. 
The mere decision to assume the risk should 
not be permitted to imply that the profit of 
the period is thereby increased. Profit or 
loss results from success or failure in meet- 
ing true uncertainties; measurable un- 
certainties, or risks proper, are an expense 
of the period in which they exist. There- 
fore, when insurable risks are not insured, 
the possible shortening of economic life 
that may be caused by accidents should be 
taken into account in the determination of 
the depreciation rates. True, evaluation of 
risk must be an estimate but, as previously 
noted, this is true of most of the other 
determinates of service-life. Further, let us 
not forget that many accounting con- 
clusions are based on the premise of a 
“going concern” and, as May has pointed 
out, “this postulate obviously has no 
foundation in fact and must be recognized 
as sometimes having little foundation in 
probability ... 

Paton recognizes that “it does not ap- 
pear unreasonable at first sight to interpret 
the reserve as a long-run offset to property 
account”’ but concludes that ‘“‘even such a 
qualified position is found to be unten- 
able.’ The reasons he cites deserve care- 
ful consideration. The first is that an asset 
which has not been destroyed remains a 
sound asset. This recalls Gilman’s experi- 
enced mule.”* The mule cost $100.00 as a 
two-year-old, and the fact that it was 
worth $175.00 as a more mature five-year- 
old had no bearing on its life tenure. 
Paton frequently tells the story of the 
dropped and irretrievably ruined com- 
puting machine and points out that the 
loss in productive property was in- 


“4G. O. May, Business Income and Price Levels 
(New York: Study Group on Business Income, 1949), 
p. 32. 

cit., pp. 599 f. 

See S. Gilman, Accounting Soeeaie of Profit (New 
York: Ronald Press, 1939), p. 4! 
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dependent of whether the machine was 
fully amortized or not.’? May explains 
that depreciation, as now used, spreads 
the cost of an asset over a period of years 
“the course of value during that period 
being ignored.”’* Furthermore, it is diffi- 
cult to imagine the effect on the soundness 
of values were it not possible to insure. 
Paton’s second reason for rejecting the 
asset-offset theory is that existing property 
js not placed in greater future jeopardy 
simply because no loss or small losses were 
experienced in the past. The probability of 
a tossed coin coming up “tails” remains 
one-in-two despite the fast that it came up 
“heads” on the prior toss. This is merely 
saying that inanimate articles have no 
memory. The fact remains that it is the 
presently measurable risk rather than the 
occurrence or lack of occurrence of the 
casualty that is significant. Centuries ago 
Cicero said, ‘‘Probabilities direct the con- 
duct of wise men.’’® Finally, Paton con- 
tends that the accrual of an allowance to 
cover possible losses results in “‘mislead- 
ing” income statements and an “artificial” 
smoothing of yearly figures. Obviously, 
the words “misleading” and “artificial” 
beg the question. Further, it seems that 
the result of a procedure is confused with 
the reason for it. While few would defend a 

17 See W. A. Paton, “The Use of Accounting Data in 
Economic Analysis,” Accounts and Taxes (Lexington: 
University of Kentucky, 1950), p. 75. 


18 Op. cit., p. 29. 
19 Cicero’s De Natura Deorum, Book 1, Chap. 5, Sec. 
12. 
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charge made simply for the purpose of 
leveling profit, it does not follow that 
every procedure tending to regularize 
profit is to be condemned. Charges for 
doubtful accounts and depreciation are 
generally accepted as being in accordance 
with accepted accounting principles de- 
spite the fact that they smooth costs. Our 
main concern should be the prevention of 
manipulation rather than the equalization 
of profit. Otherwise, we cast doubt on the 
whole of the accrual method. Scott has 
summarized this as follows: the accountant 
should ‘“‘take a constructive attitude and 
try to develop accounting technique which 
will enable management to obtain the 
desired results without undermining the 
objectivity of accounts or impairing the 
validity of their results.’”*° We do not add 
to the truth or significance of our reports 
by refusing to recognize known and 
measurable risks. 

Summarizing, it is the writer’s opinion 
that insurable risks can be estimated with 
sufficient accuracy to warrant current 
recognition, and that the possibility of a 
casualty should be considered in deter- 
mining depreciation rates unless the risk is 
transferred to an insurer. Further, the 
estimated risk assumed should be matched 
against the revenue of the periods benefit- 
ing from the asset, and the resulting credit 
is properly shown as a contra to the asset. 

20D. R. Scott, “The Basis for Accounting Princi- 


a" THE ACCOUNTING REvIEW, December, 1941, p. 
347. 
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THE PROBLEM OF FIXED CHARGES 


DonaALpD L. RAUN 
Assistant Professor, The State College of Washington 


OST ACCOUNTING, like all accounting, 
C is not an end in itself, but only a 
means to an end. Its purpose is to 
produce such information as will help make 
possible an intelligent and efficient admin- 
istration of a business enterprise. But cost 
accounting procedure is expensive. There- 
fore, it should be introduced only where 
and to the extent business management 
can use advantageously the information 
procured by it. The producing of a maxi- 
mum of information, which might include 
much that is irrelevant to the special pur- 
poses aimed at by the administration, may 
be impressive, but it indicates mainly that 
energy and money have been wasted. 
Unless costing adds more to profit than 
the expense it involves, it fails in its ob- 
jective. It must supply information which 
can influence the policy of the manage- 
ment; other information, though interest- 
ing, is commercially valueless. It is some- 
times very difficult to decide whether the 
collection of certain information will pay, 
but the problem can be attacked by asking 
three questions: first, what information 
would be regarded as useful in the opera- 
tion of the enterprise; second, how can the 
information be provided most economi- 
cally; and third, is the information likely 
to increase profits more than the expense 
which its collection will involve? 


MAJOR USES OF COST ACCOUNTING 


The major uses of production cost 
accounting, as they appear to have devel- 
oped, would seem to be as follows:! 


1. The valuation of inventories. 


'W. A. Paton, ed., Accountants’ Handbook (New 
York: Ronald Press Co., 1949), p. 213. 


2. The determination of profit results 
by product classes and the formulation of 
a profit and loss statement. 

3. To aid in the establishment of selling 
prices to the extent that costs, and not 
competition, are controlling. 

4. To provide information for the con- 
trol of the manufacturing operation 
through standards and budgets. 


As far as the significance of cost infor- 
mation to management is concerned, these 
uses may be broken down into two major 
fields of importance: the determining of 
the adequacy of selling prices and the 
control of the manufacturing operation.’ 

To control costs, management needs 
information concerning controllable costs: 
which costs are controllable, what these 
costs should have been and what they 
actually were, as well as why the variances 
occurred. To determine the adequacy of 
selling prices, management needs to know 
total costs and product variable costs. 
Total costs will provide information as to 
the over-all adequacy of selling prices. 
Variable product costs will provide infor- 
mation as to the adequacy of selling prices 
of individual products and provide a guide 
for minimum selling prices. Thus manage- 
ment is concerned with both fixed and 
variable costs. 


FIXED AND VARIABLE COSTS 


Fixed costs may be defined as those 
costs which remain practically unchanged 
in total amount when physical volume of 
output is varied.* Such costs are not 
controllable by management, for their 

2 Ibid., p. 290. 


3 Walter B. McFarland, “Economics of Business 
Costs,” ACCOUNTING REVIEW, June, 1940, p. 199. 
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total amount is independent of circum- 
stances which can be altered by executive 
decision. Most of these costs are fixed only 
within a certain range of output and become 
variable when greater ranges occur. 

Manufacturing overhead is made up of 
many items; most of these expenses are 
fixed within normal ranges of production 
but some of them may be variable to some 
extent within shorter ranges of production.‘ 

Variable costs, on the other hand, are 
costs which do change in total amount as 
output varies. Variable costs include those 
that vary proportionately with output, 
as well as those that vary with output but 
not at a constant rate.’ Thus by definition, 
variable costs will be considered to include 
direct labor, direct material, and variable 
overhead. Direct labor and direct material 
costs are ordinarily thought of as being 
100% variable, but under some conditions 
they may not be 100% variable—for 
example, minimum wage guarantees may 
increase unit labor costs when volume 
declines, or material may be bought more 
advantageously in large volume. If such 
irregularities in variability exist, they 
must, of course, be considered in using 
and interpreting the variable cost data. 

The variable cost of a job, or a product, 
or a unit of product, is the addition to the 
total costs of the business which results 
from accepting the job. Variable cost is 
important because normally it sets a lower 
limit to the price at which the work will 
be accepted. Unless output is going to add 
more to the total revenue of a concern 
than it adds to the costs, it will not pay to 
take on the business. 

From the standpoint of cost control, it 
is very necessary that a clear distinction 
be made between fixed and variable costs. 
Fixed costs are not subject to control and 
are, at best, irrelevant when actual costs 


*W. I. McNeill, “Good Old Overhead,” The Con- 
troller, November, 1945, p. 205. 
® McFarland, op. cit., p. 199 


The Problem of Fixed Charges 339 


are being compared with standard costs to 
measure operating efficiency. 


RESULTS OF THE CONVENTIONAL 
COST SYSTEM 


Is there any reason to assume that our 
conventional cost system has been devel- 
oped to its fullest extent; that no improve- 
ments can possibly be made in its useful- 
ness to management, or in the minimizing 
of its costs? It is doubtful that anyone 
would take this attitude. Therefore, let us 
examine the conventional cost system in 
light of the previous discussion. 


PROFIT AND LOSS STATEMENT 


The conventional cost system can be 
very misleading.’ Let us assume that our 
sales are constant during three account- 
ing periods, but that production varies 
from 1,000 units to 1,200 units and then 
decreases to 800 units. With sales the 
same, 1,000 units, and no change in costs, 
it would seem reasonable to expect that 
profits would be the same in the three 
periods, but this is not the case under the 
conventional cost system. Example I 
shows that profits vary even though sales 
and costs remain the same. The fixed 
cost remains at $400, while the variable 
cost remains at 40 cents per unit, yet 
profits are $200, $266 and $133, respec- 
tively. Of course, the unit costs also vary. 

One might say that this is an exagger- 
ated case with large unrealistic fluctua- 
tions in output, but the same effect results 
with smaller fluctuations in output, only to 
a lesser extent. In other words, under the 
conventional cost system it would seem 
that profits are not determined by sales 
but by production. We can increase our 
profits by simply increasing production, or 
vice versa. 

Example II presents an even more mis- 


® See Jonathan N. Harris, “What Did We Earn 
Last _— NACA Bulletin, January, 1936, pp. 
501-527. 


Its 
of 
ing 
not 
ion 
or- 
ese 
jor 
of 
he 
ds 
ts: 
ese 
ey 
ces 
of 
ow | 
ts. 
to 
es. 
or- 
es 
ide 
nd | 
Se 
ed 
of 
ot 
eir 


340 


leading situation, yet it also embodies the 
conventional cost system. Here sales and 
production both fluctuate. Again the exam- 
ple is exaggerated to stress the point, but 
the same effect will occur with smaller 
fluctuations. Example II shows that with 
‘a decrease in sales, profits increase; and 
with an increase in sales, profits decrease. 
Of course, this is due to the fact that pro- 
duction has varied inversely with sales. It 
again stresses the fact that production, 
rather than sales, seems to control profits. 

Businesses operate on the basis of future 
expectations. They tend to build up their 
inventories when there is a favorable sales 
outlook, or an expected price rise; thus, in 
many cases sales may have decreased and 
production increased, or vice versa. 

Again, the conventional cost system 
presents these misleading profits because 
of the accepted handling of fixed charges. 
Thus output competes with sales for the 
fixed expense. Not only does output com- 
pete with sales, it competes with time, and 
the different products compete with one 
another at the same time. 

Fixed charges, like many selling and 
general expenses, are incurred whether 
production is increased or decreased. They 
are the same each period, yet it is accepted 
cost procedure to charge or allocate part 
of the fixed charges to inventories and thus 
defer these incurred expenses to future 
periods. The result is that future periods 
may have to bear more than the total 
fixed charges for that period. In this man- 
ner it is possible to make profits fluctuate 
with production rather than sales. 

Heilman calls attention to the fact that 
the “most widely enunciated principle of 
income determination is that income is 
realized as the result of the sale of com- 
modities, or services.’’’ Since the conven- 
tional cost system presents a net profit 
figure which varies with production rather 


A. Heilman, “Realized Income,” ACCOUNTING 
REVIEW, June, 1935, p. 80. 
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than sales, it would seem that this figure 
may contain an element of unrealized 
income, along with the realized income. 
Of course, it is not recognized as such, but 
rather is considered to result from a de. 
crease in cost due to increased production, 

Are such statements of profits the most 
valuable aids to management? It is doubt- 
ful that they are; in some cases they may 
be very misleading. 

What then of the unit cost figures which 
we take great pains to produce? After 
much deliberation unit costs are obtained 
by tracing variable costs and allocating 
fixed costs to various products or cost 
centers. In many cases it is difficult to 
find agreement upon the basis of alloca- 
tion of these fixed costs, and some simply 
have to be allocated arbitrarily. Much 
effort is involved in these cost calcula- 
tions and in some cases elaborate records 
are kept. Do these unit cost figures pay 
their way? Are they an aid to management 
in pricing or in operational planning? 


PRICING 


Pricing in many cases is to a great 
extent out of the control of the manage- 
ment of an enterprise due to the influence 
of competition, or because of “follow the 
leader” situations. In some cases pricing 
is determined by what the traffic will 
bear. Probably in few cases is great 
weight given to total unit costs in deter- 
mining selling prices, or should it be 
given. Paton and Littleton have said, 
“Cost allocation at best is loaded with 
assumption and, in many cases, highly 
arbitrary methods of apportionment are 
employed in practice. Certainly it is wise 
not to take the results of the usual process 
of internal cost computation too seri- 
ously.”’? In any case, it would not seem 
necessary to run all these calculations 


* W. A. Paton, and A. C. Littleton, Corporate Ac 
counting Standards (Chicago: American Accounting 
Association, 1940), p. 121. 
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pure 5 3 Conventional Cost System with Production Varying and Sales Constant 
zed Ist Period 2nd Period 3rd Period 
Sales (1,000 units) $1,000 $1,000 $1,000 
ut C/G/S 
de. Beg: Inv. $000 $000 (200 units) $147 
: ‘ C.G.M. (1,000 units) 800 (1,200 units) 880 (800 units) 720 
ion, 
Total $800 $880 $867 
host : Less End. Inv. 000 (200 units) 147 000 
ubt- 
may # C.G.S 800 733 867 
EE Gross Profit $ 200 $ 266 $ 133 
hich FF Total Unit Cost $ 0.80 $ 0.73 $ 0.90 
fter | 
Assumptions: 
ined Fixed Cost—$400 
ting 3 Variable Cost—$0.40 per unit (including direct labor, direct material, variable overhead) 
cost 
t to Example II 
oca- Conventional Cost System with Both Sales and Production Varying 
v Ist Period 2nd Period 3rd Period 
ip y Sales (1,000 units) $1,000 (800 units) $ 800 (1,200 units) $1,200 
uch C/G/S 
| Beg. Inv. $000 $000 (400 units) $293 
ula- C/G/M (1,000 units) 880 (1,200 units) 880 (800 units) 720 
ords — 
Total $800 $880 $1,013 
pay Less End. Inv. 000 (400 units) 293 000 
1ent 
C/G/S 800 587 1,013 
Gross Profit $ 200 $ 213 $ 187 
Total Unit Cost $ 0.80 $0.73 $ 0.90 
Assumptions: 
Fixed Cost—$400 
Variable Cost—$0.40 per unit (including direct labor, direct material, variable overhead) 


Example IIT 
Alternative Treatment with Production Varying and Sales Constant 
Ist Period 2nd Period 3rd Period 
Sales (1,000 units) $1,000 $1,000 $1,000 
Variable costs/G/S 
eg. Inv. * . $000 $000 (200 units) $ 80 

V/C/G/M (1,000 units) 400 (1,200 units) 480 (800 units) 320 

Total $400 $480 $400 

Less V/C End. Inv. 000 (200 units) 80 000 

V/C/G/S 400 400 400 
Margin over Var. Cost $ 600 $ 600 $ 600 
Nonvariable Cost 400 400 400 
Gross Profit $ 200 $ 200 $ 200 
Variable Unit Cost $ 0.40 $ 0.40 $ 0.40 


Assumptions: 
Fixed Cost—$400 
Variable Cost—$0.40 per unit (including direct labor, direct material, variable overhead) 
ion variable direct costs and variable overhead cost continue to have the same relationship within this range 
ot production. 
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Example IV 


Alternative Treatment with Both Production and Sales Varying 


Ist Period 2nd Period 3rd Period 

Sales (1,000 units) $1,000 (800 units) $ 800 (1,200 units) $1,200 
Variable cost/G/S 

Beg. Inv. $000 $000 (400 units) $160 

V/C/G/M (1,000 units) 400 (1,200 units) 480 (800 units) 320 

Total $400 $480 $480 

Less V/C End. Inv. 000 (400 units) 160 000 

V/C/G/S 400 320 480 
Margin over Var. Cost $ 0600 $ 480 $ 720 
Nonvariable Cost 400 400 400 
Gross Profit $ 200 $ 80 $ 320 
Variable Unit Cost $ 0.40 $0.40 $ 0.40 


Assumptions: 
Fixed Cost—$400 


Variable Cost—$0.40 per unit (including direct labor, direct material, variable overhead) 
That variable direct costs and variable overhead cost continue to have the same relationship within this range 


of production. 


through the cost accounting records for 
the purpose of pricing. 

Freeman states that, “In a business 
making and selling many products jointly 
with other products, the profit made on 
each individual product, customer, or 
order, is largely theoretical. The really 
important factor is the marginal contri- 
bution of each toward the total. The seller 
may get more profit in the aggregate by 
collecting what ever marginal contribution 
he can get, when and where he can get it, 
than by trying to satisfy some theoretical 
formula.” 

He goes on to say, “The selling price of 
any product, or order, or the anticipated 
sales income from any call should cover at 
least the marginal costs which could be 
saved by eliminating the product, the 
order, or the call. Also it should contribute 
toward paying for joint costs, as much as 
the market value permits, but this contri- 
bution must not be less than the amount 
which would be contributed by any other 
product, or order, or call with which it 
competes for the use of any limited manu- 
facturing or marketing capacity.’ 

In planning or developing adequate 


sales policies, the management should be 
guided by the fact that the optimum flow 
of production is achieved by expanding 
production to that point at which another 
unit added would increase the costs of the 
business by exactly the same amount as it 
would increase revenue. At this point 
maximum revenue is achieved. 

It is doubtful that any management 
should let the conventional unit cost 
system be controlling where excess capacity 
exists. Management should attempt to 
obtain what the market will bear, but 
should regard variable unit costs as the 
controlling factor in determining whether 
to accept an order, or where to set a selling 
price when no better alternatives are avail- 
able. 

The main disputes in costing have 
always centered around overhead, and 
some businesses prepare elaborate schemes 
for allocating the fixed costs on various 
bases. It would appear, however, that this 
work is largely unprofitable where pricing 
or output is concerned. It serves no pur- 


° E. Stewart Freeman, “Cost Analysis a Science, but 
Pricing may be C as an Art,” The Controller, 
January, 1939. 
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pose in deciding optimum output, and it 
does not help in determining prices. 


INVENTORY VALUATION 


The results of attempting to allocate 
fixed charges to inventories have been pre- 
sented in Examples I and II. The mis- 
leading profit and loss statements resulting 
have already been discussed. Yet, there 
still exists a strong argument for such allo- 
cations. There is a well established princi- 
ple of accounting that all costs in connec- 
tion with an article of merchandise should, 
insofar as possible, be charged to the 
period in which the sale occurs. Since the 
ending inventories will not be sold until a 
future period, this principle might be 
thought to require that an allocation of 
fixed charges be deferred to a future 
period. 

On the other hand, it is an established 
principle that profits are realized only on 
completed transactions, and hence any 
appreciation in inventory values due to 
rising costs or selling prices cannot properly 
be reflected in the accounts until the inven- 
tories are actually disposed of. The fixed 
charges, as they have been defined in this 
paper, do not vary with production; thus 
the same fixed charges would have existed 
whether or not the inventories had been 
produced. These costs exist not because of 
the production of these inventories but as 
a result of having the plant available for 
any amount of production within the ca- 
pacity of existing facilities. It would seem 
that the fixed expenses are general costs of 
being prepared to produce goods, rather 
than specific costs of goods produced. 

Therefore, it might be said that the 
deferment of part of the current fixed 
charges really results in the anticipation of 
future profits. These costs are not trace- 
able to inventories. They are costs of the 
current period, not of producing goods 
but of being prepared to produce goods. 
If we disagree with this approach, we are 


saying, in effect, that profits can be made 
by simply increasing production, without 
a corresponding increase in sales (see 
Examples I and II). Profits can be in- 
creased by increasing production, but the 
profits are not realized until the sales are 
made. By increasing production without a 
corresponding increase in sales, we do not 
decrease costs of the current period but 
rather of a future period when the excess 
production is sold. 

Let us imagine that another manufac- 
turer producing indentical goods, with 
identical costs, and having excess capacity, 
is considering purchasing our inventory. 
What would he consider as the cost of the 
inventory in his determination to pur- 
chase? He would probably approach the 
problem from the following point of view. 

Assuming that there is a market for the 
goods, he would be willing to pay for the 
inventory up to his cost of producing the 
goods, which would be identical to our \ 
cost. But what would he consider as cost? 
Would he include direct material, direct — 
labor, variable overhead and fixed over- 
head? It would seem that he should in- 
clude .only direct labor, direct material 
and variable overhead since these are the 
only additional costs that he would incur 
if he produced the goods himself. He 
would mot consider fixed overhead trace- 
able to his producing the inventory rather 
than purchasing it. Then has he not 
considered his fixed expenses as a cost of 
having his production facilities available 
for the period rather than a cost traceable 
to inventories? 

This does not say that fixed expenses 
are not a cost. They are a cost of the 
period, but are not traceable to any 
specific units of inventory any more than 
are some selling and administrative costs. 


ALTERNATIVE TREATMENT 


-It is hoped that by this time some doubt 
has been created as to the adequacy of the 
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conventional cost system. What then are 
the alternatives? There are probably 
numerous alternative treatments that can 
be offered, but only one will be discussed 
in this paper. 

Throughout the past 15 years one 
alternative treatment has persistently 
appeared in publications. It seems to have 
many advocates and its persistence tends 
to lead one to believe that there may be 
some merit that has gone unrecognized by 
conventional accountants. 

The advocates of this idea suggest that 
the conventional cost accounting be modi- 
fied to eliminate the controversial problem 
of allocation of fixed costs and that con- 
sideration be given to variable and non- 
variable costs separately. It has been pro- 
posed to show in the profit and loss state- 
ment sales, the variable cost of sales for 
the period covered by the statement, the 
margin over variable costs available to 
cover nonvariable cests, and the actual 
nonvariable costs incurred during the 
period.” The method requires that all 
nonvariable costs of the period be charged 
to that period and that only variable costs 
be charged to inventory accounts, and thus 
deferred until the product is sold. The whole 
point of the proposal is that it gives man- 
agement a clearer idea of the relationship 
of volume, costs, and profits, and also 
results in a more accurate profit and loss 
statement. 

An examination of Examples III and 
IV, which use the same assumptions as 
those made in Examples I and II, will 
possibly offer a clearer understanding of 
this alternative procedure and its results. 
It should be noted that the objections 
made to the conventional cost system do 
not appear in this alternative treatment. 
In Example III, where sales are the same 
in the three periods, profits are likewise the 


10 Clem N. Kohl, ‘“‘What Is Wrong with Most Profit 
and Loss Statements,” NACA Bulletin, July, 1937, pp. 
1207-1219. 


same. There is a definite relationship 
between sales and profits. As shown in 
Example IV, when sales increase or de- 
crease profits also increase and decrease 
correspondingly. Variations in production 
do not tend to distort the profit figure as 
shown under the conventional cost system 
(see Examples I and II). 

The alternative treatment is concerned 
with a unit cost which includes only vari- 
able costs. Thus the unit cost would be 
the same throughout Examples III and 
IV, since it has been assumed for the pur- 
poses of these examples that all costs 
remain constant." These unit costs repre- 
sent only variable costs, thus ignoring 
nonvariable overhead, as well as selling and 
general costs. Therefore, this system would 
not necessitate the complicated, and 
sometimes arbitrary, overhead _alloca- 
tion. Also the problem of over- or under- 
absorbed burden would be eliminated. It 
would involve a distribution to cost centers 
of only controllable costs.” 

The alternative treatment has not found 
general favor. This may be due partly to 
inertia and the force of convention, but 
many have questioned the wisdom of 
emphasizing variable costs as the primary 
basis of accounting and management 
thinking. It appears that in the last 10 to 
15 years there has been a general recog- 
nition by business management of the 
importance of distinguishing between vari- 
able and nonvariable costs in sales plan- 
ning and pricing. But cost accounting 
procedure does not seem to recognize and 
change. 


OBJECTIONS TO THE ALTERNATIVE 
TREATMENT 


Let us examine the major objections to 
this treatment that have been offered. 

One of the major objections is that the 

4 Note that in Examples I and II, under the con- 
ventional cost system, unit costs are 80, 73, and 90 


cents respectively. 
2 Kohl, op. cit. 
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procedure results in an understatement of 
the amount of the inventories in the bal- 
ance sheet. Some discussion has already 
been presented in this paper concerning 
inventory valuation. However, if it is still 
felt that inventories would be undervalued, 
this objection can be met by a footnote 
stating the amount of the inventory on the 
conventional cost basis; or, if it is desired 
to show the element of nonvariable cost 
in the balance itself Anderson suggests 
that, ‘“‘. . . the increase or decrease in the 
nonvariable element of the inventories 
during the accounting period can be carried 
to a special profit and loss account and 
shown in the profit and loss statement as 
an addition or a deduction from profits on 
the variable-cost basis, to determine the 
profits on the conventional basis.””” 

It would seem desirable to meet this 
objection by one of the above methods in 
order to tie in the alternative treatment 
with the conventional basis for the benefit 
of those who do not have a complete 
understanding of the alternative treat- 
ment and for comparison purposes. Yet 
there seems to be little more argument for 
including nonvariable overhead than for 
including a portion of the selling and gen- 
eral expenses in the inventory valuation. 

The second major objection is that the 
most intelligent approach to product 
pricing is to consider total unit manufac- 
turing cost; that is to say, that for ade- 
quate pricing a unit cost which includes an 
allocation of all overhead must be pro- 
vided. Probably the only practical answer 
to this objection is to try the alternative 
method and find out. It would seem that 
not only can all pricing problems be deter- 
mined from the use of variable unit costs 
as easily as from total unit costs, but that 
a more adequate solution will be obtained. 
It has been stated that the tendency, 
under the alternative treatment, would be 


* David R. Anderson, Practical Controllership (Chi- 
cago: Richard R. Irwin Inc., 1949), p. 319. 
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to set prices too low and therefore not ade- 
quately cover total costs or make a profit. 
If this is true, the desired recovery of fixed 
costs per sale could be stated as a percent- 
age of variable costs. For example, if 
fixed costs were estimated at $50,000 and 
total variable costs at $100,000 for the 
period, the sales organization could be 
informed that it must on the average 
recover 50% more than the variable costs 
to provide for the recovery of the fixed 
costs for that period. The variable unit 
cost plus 50% would be approximately 
equal to the conventional total unit cost. 
If selling and general expenses were esti- 
mated at $40,000 and a $10,000 profit 
was desired, the sales organization would 
have to recover, on the average at least 
100% above variable costs." 

Certainly if management finds that it 
cannot meet its pricing problems with the 
information provided by the alternative 
method, the method is of course inade- 
quate. 


CONCLUSION 


Suggestions have been made as to pos- 
sible inadequacies of the conventional 
cost system. An alternative treatment has 
been presented for consideration. 


44 Examples I and II, the conventional cost system, 
present total unit costs of 80, 73, and 90 cents respec- 
tively. Under the conventional cost system unless pro- 
duction is kept constant total unit costs will vary. 
Then which total unit cost figure should be used as far 
as future price determination is concerned? In any 
case, it would seem that our decision should depend 
upon estimates of future sales and production, since 
estimates of sales ordivarily affect production plans. If 
we estimate sales of 1000 units and therefore production 
of 1000 units, the total unit cost of 80 cents would 
seem appropriate. 

Examples III and IV, the alternative treatment, 
present a variable cost of 40 cents per unit, and fixed 
costs of $400. Under these circumstances if we es- 
timate sales of 1000 units, the sales organization would 
be informed that they must obtain on the average 
100% above variable cost, or 80 cents per unit, to 
cover total manufacturing costs. Therefore it would 
seem that under either method the sales organization 
could be provided with the necessary information for 
price determination. The alternative method would 
provide not only the total unit cost, but also the vari- 
able unit cost without the problem of fixed cost allo- 
cation. 


| 
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Gutman states that, “The best cost 
system is not the system that provides a 
maximum of information, but the one that 
provides that information from which 
reasonable conclusions affecting materially 
the internal and external business policy 
of the responsible executives can be 
drawn.” 

The accounting system, and particu- 


4 Harry B. Gutman, “Simplifications in Cost Ac. 
counting Procedure,” The Controller, June, 1945, pp- 
280-281. 


larly the cost accounting system, should 
be designed primarily for the use of the 
operators of the business and not the cost 
department. It is very important, there- 
fore, in making a decision on this issue to 
have in mind the type of information that 
will be most useful to the operators of the 
the enterprise. Then one can work back 
from this information to determine which 
cost method will produce the desired 
information in a concise and clear manner, 
promptly and adequately, with a minimum 
of cost. 
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SOME ASPECTS OF A GOVERN- 
MENTAL AUDIT 


RoBERT M. JAMES 
Assistant Professor, University of North Carolina 


in this article on the importance of 

the regular audit of governmental 
records. Today, some states require an 
audit of their municipalities either by a 
state bureau or by independent certified 
public accountants. Many other munici- 
palities have their records audited regu- 
larly as a matter of local policy. One of the 
principles presented by the National Com- 
mittee on Municipal Accounting is to the 
effect that an annual audit should be 
performed. 

The reasons which have led to this recog- 
nition of the desirability of the annual 
audit are similar to those which have 
encouraged audits of private business. 
The audit should provide creditors, city 
officials, the electorate and other interested 
persons with information based on an 
expert and unbiased investigation. The 
demand for this information based upon 
an increasingly greater realization of its 
value has stimulated both governmental 
and private audits. The information made 
available by the audits of governmental 
records can be of inestimable value in 
assisting the electorate, the elected off- 
cials, other officials, creditors and other 
interested parties in determining future 
policy and judging the results of previous 
operations. An encouraging sign in recent 
years has been an increasing understand- 
ing on the part of governmental officials 
of the nature and usefulness of the audit. 
As a result many officials welcome the 
auditor now since they realize that the 
auditor can act in some measure to clear 
responsible persons as well as indicate any 
errors or malpractices. 


[= EMPHASIS needs to be placed 


From this discussion, certain purposes 
of the governmental audit are evident. 
Probably the principal purpose of a gov- 
ernmental audit is to prepare a report con- 
taining an opinion of the independent 
auditor on the financial statements of the . 
governmental unit as presented by its 
officials. This is a culmination of the other 
two purposes which are to be mentioned 
below in that the opinion expressed in the 
report of the auditor is based upon the 
results of the investigation by the auditor 
of the reliability and reasonableness of the 
records and the acts which they record. 

Another purpose is to test the records, 
the procedures used in keeping the records 
and the recordkeepers for reliability and 
honesty. It should be borne in mind here 
that internal audit procedures can assist 
in material measure the work of the 
independent auditor in this part of his 
task. Also, he may wish to depend upon 
internal control to some extent. When- 
ever the independent auditor desires to 
use the results of internal auditing or rely 
upon internal control, he must ascertain 
their reliability by suitable tests and obser- 
vation. 

The first purpose is to appraise the judg- 
ments and decisions made by responsible 
officials concerning accounting matters 
and to prepare information to assist 
others in appraising all of their judgments. 
This appraisal is made from the point of 
view of determining whether or not the 
judgments of responsible officials as re- 
flected in the records are justifiable, reason- 
able, adequately supported, representa- 
tive of the best alternative if other possi- 
bilities were present, etc. The auditor 
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should conduct the examination and pre- 
pare the report in an expert and unbiased 
manner and therefore produce a report 
which can be depended upon. 


QUALIFICATIONS OF THE AUDITOR 

The National Committee on Municipal 
Accounting points out that audits of gov- 
ernmental bodies should be made by com- 
petently trained and qualified personnel. 
The importance and purpose of such audits 
suggests that the auditor must possess 
certain qualifications. These qualifications 
must be such as will accomplish two 
things: they must catch irregularities and 
they must appraise judgments. The quali- 
fications which are required would seem 
to be of five principal types: 

1. A full and complete knowledge and under- 
standing of the type of material to be 
audited. 

2. A full and complete knowledge and under- 
standing of the possible irregularities which 
may be encountered. 

3. A full and complete knowledge and under- 
standing of the considerations which form 
the basis of the decisions and policies of 
officials which the auditor will be called 
upon to appraise. 

4. An uncompromised, independent position 
from which the auditor can conduct his 
audit as a disinterested third party while 
cooperating with officials whenever it is 
possible and he is justified in so doing. 

5. An audit attitude which is composed of 
alertness, awareness of the problem and the 
means of solving it, hesitancy toward being 
too easily or quickly satisfied, flexibility, 
resourcefulness, etc. 


When an auditor possesses and applies 
the five qualifications listed above, he is 
properly qualified to perform an audit. 
In other words, the use of a combination 
of these five qualifications by an auditor 
during an audit indicates that he is pre- 
pared in a manner which is most likely to 
accomplish the purposes outlined earlier 
in the article, namely investigation of the 
reliability of the records and the suitability 
of the procedures, appraisal of the judg- 


ments and decisions of governmental 
officials, and the preparation of a report 
containing his opinion as a result of his 
efforts. These audit qualifications make it 
possible for an auditor to conduct an 
investigation in a suitable and expert 
manner. The person who possesses them 
is distinguished as a true auditor from a 
person who merely goes through the pro- 
cedures of auditing. 


AUDIT PROCEDURE 


Of course, it is necessary to add to the 
discussion on the qualifications of the 
auditor above, that they alone are insuffi- 
cient to assure a proper audit. The pilot 
of a commercial airliner has full knowledge 
of his material and of its possibilities as 
well as of the considerations upon which 
his judgments must be based. However, 
he consults a check list which lists in the 
proper order all of the various actions he 
is required to take and the considerations 
which must be a part of his decisions on 
all phases of his operation in order to 
make certain nothing is overlooked. He 
realizes also that a great deal of prior 
thought has gone into preparing the check 
list in order to direct his actions in the 
most efficient and desirable manner pos- 
sible. 

The program which an auditor draws 
up for an audit is designed to serve a 
purpose similar to that of the pilot’s 
check list. The audit qualifications are a 
necessary faculty of a person who prepares 
an audit program since in preparing the 
program that person is actually planning 
the audit. The planner as well as the execu- 
tor must passess the five qualifications 
listed above. 

The audit program is a plan intended 
to direct the efforts of the auditor in an 
efficient manner and to assure that no area 
of the audit will be overlooked. This 
means that a suitable audit must be 
planned by an auditor possessing the 
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proper qualifications, and that it must be 
conducted by an auditor possessing the 
proper qualifications according to an audit 
program designed to assure the systematic 
examination of all relevant points. It 
should be kept in mind though that the 
program should be flexible enough to 
allow the auditor to modify his actions as 
information gained in the progress of the 
investigation warrants. Both the qualifica- 
tions and the audit program are necessary 
in order to conduct a successful audit, and 
the audit program must be the result of 
careful planning with the qualifications as 
its basis. 

The qualifications of the auditor are the 
area in which the most improvement could 
be made in governmental audits today. 
Commercial or business auditors fail most 
frequently to acquire the necessary qualifi- 
cations when they attempt to audit gov- 
ernmental records. They can follow the 
generally accepted audit programs pre- 
pared to guide accountants in audits of 
governmental units, but cannot accom- 
pany this with the knowledge necessary to 
satisfy the qualifications. They assume the 
similarity between a commercial audit and 
a governmental audit is greater than actu- 
ally exists. These auditors are similar to a 
pilot who has flown propeller driven air- 
craft and who attempts to fly a jet powered 
aircraft merely by following the check list 
without mastering the characteristics of 
his new plane. Governmental records con- 
tain many characteristics which differ 
from commercial records; these new char- 
acteristics must be mastered by the auditor 
in order to properly qualify him. A suitable 
program must be accompanied by the 
proper qualifications if the records are to 
be reviewed in an expert manner. 


DIFFERENCES IN MATERIAL AND THEIR 
EFFECT ON THE AUDIT 


Much of the material that is a part of 
governmental records is similar to that of 
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commercial records. The same general 
type of accounts, ledgers, vouchers, checks, 
receipts, notes, registers, etc., are present 
in each. To this extent the same type of 
irregularities can exist such as lapping, 
payroll padding and other evidences of 
embezzlement and collusion. 

However, there is a large body of 
material which governmental accounting 
substitutes for the nominal accounts of 
commercial accounting. This body of 
material is composed of budgetary ac- 
counts and revenue and expenditure 
accounts which correspond to the scheme 
of classification used in the budget and 
budgetary accounts. Governmental ac- 
counting has also made use of fund ac- 
counting in order to help separate the 
different major equities of government one 
from another. These differences introduce 
qualifications for an auditor which are 
quite different from those required by a 
commercial audit. 

The differences indicated above exist at 
least in part because the major factor of 
control in governmental records is found 
in legislation and is therefore legal in 
nature. On the other hand, the major fac- 
tor of control in commercial records is 
found in the profit motive and is therefore 
economic in nature. The budgetary ac- 
counts under the heading of estimated 
revenues and the classification of accounts 
into funds and fund groups are designed 
primarily to assist legislators in appropri- 
ating proper amounts for proper purposes 
and to assist executives in keeping unre- 
lated activities separate. The budgetary ac- 
counts under the heading of appropriations 
are designed primarily to control expendi- 
tures and direct them according to the 
desires of the people as expressed in legis- 
lation by their chosen representatives. 
The emphasis in government is on whether 
or not the law has been complied with, 
whereas the emphasis in business is on the 
determination of profit. The verifications 
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of the governmental auditor are not per- 
formed with the desire to determine profit 
accurately, but rather to ascertain the 
extent to which legal requirements have 
been met. 

Budgetary accounts may be the result 
of the acts of the legislature or the addi- 
tional limitations and estimates set up by 
executives. To the extent that budgetary 
accounts are constituted under executive 
authority rather than legislative authority, 
the task of the auditor is slightly modified 
in that he must determine whether finan- 
cial transactions have followed the budg- 
etary directives of executives and also 
whether these directives comply with any 
general legislative directives. 

One of the effects of this stress on the 
legal considerations in place of the deter- 
mination of profit can be seen in the 
attitude which the governmental auditor 
takes toward accrued, deferred and esti- 
mated items. These items are not neces- 
sary for the determination of profit as they 
would be in commercial audits. However, 
if they have been given consideration in 
developing the budget in order to make 
the budget more effective, they must be 
used in recording the actual transactions 
as they take place. Otherwise, comparison 
of the actual transactions with their 
budgeted counterparts would be difficult 
and budgetary control would be hampered. 

Another of the effects of the stress on 
legal considerations presents itself in the 
governmental auditor’s attitude toward 
fund accounting. A commercial audit 
usually concerns an integrated business 
enterprise. At least the residual ownership 
equity in all of the area of one commercial 
audit is identical. Because of its very 
nature, a governmental unit frequently 
must carry on unrelated activities the 
residual equities in which are at best only 
partially related. Therefore, the govern- 
mental auditor must verify carefully the 
classification according to funds of the 
transactions which he is auditing. Perhaps 


the chief clue which the auditor can look 
for in this problem of classification is the 
equity effected by the transaction under 
inspection. In commercial accounting a 
somewhat similar situation exists in the 
audit of funds placed with a trustee to 
provide pensions, to satisfy sinking fund 
requirements, etc. Also, the auditor must 
keep in mind that it is not enough to 
verify the classification only as to the 
fund group, since the classification fre- 
quently must be verified down to the 
proper fund in the subsidiary records. An 
example of this might be an assessment 
fund group in which many assessment 
fund projects are accounted for by means 
of subsidiary accounts. An erroneous 
classification of a transaction affecting one 
project into the records for another project 
within the assessment fund group can be 
as serious as an erroneous classification of 
an assessment transaction into a bond 
fund. Here again, the classification of 
transactions and accounts into funds and 
fund groups is not based entirely upon the 
auditor’s or controller’s judgment indi- 
cated by accounting principles but pri- 
marily upon their interpretation of the 
legal considerations which influence the 
situation. 

The governmental auditor expresses the 
last of the effects of the stress on legal con- 
siderations in his attitude toward budg- 
etary accounts. Budgetary accounts ex- 
press in the ledgers the legal and executive 
directions and limitations on expenditures 
and the sources of assets to be expended 
which the legislative body or executive has 
decreed. A person who undertakes to audit 
governmental records must understand 
the nature and function of budgetary 
accounts if he is to audit them properly. 
The budget is a comprehensive financial 
plan for the future. It is prepared primarily 
in order to provide some basis upon which 
to judge each actual transaction brought 
on by the passage of time. Inasmuch as 
the actual transactions are recorded in the 
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accounts, some way of introducing the 
budgeted items into the accounts can 
greatly facilitate the comparison of budg- 
eted and actual transactions and thereby 
allow the budget to exercise control more 
satisfactorily over the actual transactions. 
The means of introducing the budgeted 
items into the accounts are budgetary 
accounts. Therefore, the most important 
step which the auditor can take concerning 
the budget and budgetary accounts is the 
comparison of actual and budgetary items. 
Thus, in the audit of budgetary accounts, 
the auditor must investigate the classifi- 
cation and verification of budgeted and 
actual amounts from the legal point of 
view with the official budget document as 
his guide. 

Another phase of the problem of audit- 
ing budgetary accounts is the considera- 
tion given to encumbrances. Although the 
recording of encumbrances can be consid- 
ered in some ways to be an extension of the 
accrual basis of accounting, it can also be 
considered a part of the budgetary process 
and is probably used primarily to 
strengthen the control which the budget 
exercises over expenditures. 

From this discussion of the effects of the 
stress of legal considerations in govern- 
mental accounting, it seems reasonable to 
conclude that the judgment of the govern- 
mental auditor cannot be based entirely 
upon considerations of the determination 
of profit but primarily upon considerations 
of legality. This does not preclude includ- 
ing some remarks regarding efficiency in his 
report, but the standard by which he 
must decide on the reliability of the ac- 
counts must be the law. In long form re- 
ports an auditor is provided with an 
opportunity to present information and 
comments dealing with other than legal 
phases of governmental operations. 

There are many similarities between 
governmental and commercial audits such 
as the need to differentiate between capital 
and current expenditures, but in all cases 


the governmental auditor must let his 
judgment be guided by a consideration of 
the law. Therefore, the major difference 
would seem to be one of the qualifications 
for rather than the procedure of auditing. 
Both the governmental and commercial 
auditors go through much the same check- 
ing procedures. However, the governmen- 
tal auditor must substitute a knowledge of 
the pertinent legal considerations for a 
knowledge of the principles of the deter- 
mination of profit. 


CONCLUSION 


In order to make certain that a suitable 
audit will be performed, both the proper 
qualifications and the proper audit pro- 
gram (which has been prepared as a result 
of the proper qualifications) must be 
present. In the case of governmental 
audits, the most important single factor 
among qualifications is a thorough knowl- 
edge and appreciation of all pertinent legal 
requirements. Legal requirements can be 
expected to influence the classification of 
transactions and accounts into the proper 
funds, and also to influence the classifica- 
tion of transactions and accounts in the 
proper manner according to the official 
budget document. 

Finally, it is interesting to note that in 
many of the larger commercial and indus- 
trial enterprises the decisions of the top 
level of management are beginning to 
carry the same sort of importance that 
laws and legal direction carry in govern- 
mental units. These managerial decisions 
are even more analogous to the administra- 
tive decisions made by executives in 
government. Where this is encountered in 
private enterprise, it is necessary for the 
auditor to assume a combination of a 
quasi-legal attitude and an attitude based 
upon a consideration of the principles of 
profit determination.” Perhaps, therefore, 
the ideas discussed here may come to 
have some significance beyond the area of 
governmental auditing. 
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ACCOUNTING ASPECTS OF RATE- 
MAKING IN THE PUBLIC- 
UTILITY FIELD 


Harry D. KERRIGAN 
Professor, University of Connecticut 


charge for electricity, gas, water, 

or telephone service is a matter of 
public regulation. Under usual procedure, 
a regulatory body receives a detailed 
application from a public utility setting 
forth the rates proposed and justifying 
them with supporting information. The 
regulatory body reviews the application, 
holds hearings, and decides whether or not 
the proposed rates shall be permitted. 


T: PRICE which a public utility may 


PURPOSE AND METHOD OF STUDY 


The interest of this study stems from the 
accounting procedures, rules and methods 
which are used to carry through a rate 
case. Accountants are asked to “work up 
the figures.”” Regardless of the side from 
which a case is approached—government 
or company— the parties at interest invoke 
accounting procedures, rules, and methods, 

Quite a divergent array of experts par- 
ticipate in rate-making. Included are: 
economists, statisticians, engineers, ac- 
countants, lawyers, and business admin- 
istrators. It is reasonable that the respec- 
tive fields should raise conflicting concepts, 
methods, principles, and procedures. In 
company of such experts, representing 
widely differing fields, the accountant 
must be conversant with all of the facts— 
and some inevitable fiction—if he is to 
contribute his share of skill and knowledge 
toward an equitable determination of 
whatever issue he is asked to help settle. 

To move the discussion along a realistic 
course, reference is made to actual cases. 
In particular, two cases receive consider- 


able attention. The first is that of the 
Southern New England Telephone Com- 
pany, decided by the Connecticut Public 
Utilities Commission in 1947.' The Com- 
pany asked permission to raise charges for 
telephone service, stating—in support of 
its petition—that expenses had outrun 
revenues, as shown by the fact that since 
1939 expenses had increased 135%, while 
revenues had increased only 105%. The 
record of the case also showed that there 
had been a continuing decline in the return 
on invested capital (rate base), measuring 
from 5.81% in 1939 down to 2.96% in 
1947. Some twenty years had lapsed since 
the last revision of telephone charges in 
1927. The Commission decided this case 
for the company, which received permis- 
sion to raise charges for telephone service 
as requested, subject to some minor 
changes. 

The second principal case presented is 
that of the Peoples Gas, Light and Coke 
Company of Chicago, decided by the 
Illinois Commerce Commission in 1937? 
The background of this case need not be 
recounted except to say that the case 
went through lengthy litigation before the 
courts—district, state, and up to the U. S. 
Supreme Court.* In the end, the courts 
sided with the state commission and ruled 
that, upon the evidence, the Company was 
not justified to raise its charges for gas 
service. This case is presented for compari- 

1 Docket 7953, Office of the Commission, Hartford, 
oo 24792, Office of the Commission, Chicago, 


Tilinois. 


3 See 25 NE 2d 482 (1940); and 309 US 634 (1940). 


son 
ten 
the 
in 
pri 
pub 
on 
be 
Ste} 
1 
2 
th 
so 
b 
ho 
th 
tu 
a 
m 
gi 
fo 
di 
p 
SE 
b 
Pp 


Rate-Making in the Public-Utility Field 


son with the first case, inasmuch as some 
ten years lapsed between the two cases, 
thereby giving opportunity to note trends 
in rate-making. 


BASIC PRINCIPLE OF RATE-MAKING 


Regulation of rates is guided by a basic 
principle which can be simply stated: a 
public utility is entitled to a “fair return” 
on its “capital.”” The principle may also 
be simply illustrated: 


Step Particulars 
1 Determine the “rate base’ — 


Capital—utility plant........ 900 ,000 
—working capital..... 100,000 
$1,000,000 
2 Determine return on the “rate base’— 
Revenues......... $500, 
EXpenses. 440 ,000 
Net Income—return on rate 
base—amount........... 60,000 
Net Income—return on rate 
base—percent........... 6% 


Two points are worth noting. One is 
that the return is computed on the re- 
sources (assets) employed in the utility 
business. There is no direct concern over 
how a utility has financed the purchase of 
these resources. A utility’s capital struc- 
ture, and how this is divided between debt 
and stock equity is regarded, usually, as a 
matter of corporate discretion.* The second 
point is that the $500,000 revenue figure 
gives effect to the authorized rates in 
force—subject of the rate-making. Fun- 
damentally, rate-making is a problem of 
pricing utility service, but pricing the 
service so as to yield a fair return on the 
“capital” employed in the utility business. 
Since such a fair return is over and above 
operating expenses, the problem may also 
be viewed as pricing on the basis of cost- 
plus-fair return. 


‘ This statement probably covers majority practice, 
but it should be noted that some commissions do take 
direct account of a utility’s capital structure in re- 
viewing a request for a change in rates. 
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PROBLEMS IN APPLYING BASIC PRINCIPLE 


Anything but simple, however, has been 
the practical application of this principle. 
U.S. history is replete with opposing ideas 
of a “fair rate base” and a “fair return.” 
The active parties at interest—govern- 
ment, representing consumers, and man- 
agement, representing investors in utilities, 
have built up a large body of case law, 
statutes, administrative practice, and es- 
tablished customs which differ on many 
important matters from state to state and 
between state and federal authorities. 
Consider, for example, the three-sided 
approach of government to the problem 
of regulation. First, there are the individual 
state commissions whose policies have 
differed from each other as often as they 
have agreed—in spite of the long existence 
and useful activity of a national associ- 
ation of state commissioners.5 Second, 
there is the Federal Government, which 
plays its role in regulation through juris- 
diction of interstate commerce, as illus- 
trated by the work of the Federal Com- 
munications Commission (FCC) and the 
Federal Power Commission (FPC). Third, 
there is the influence of the courts, which 
have decided litigated cases reaching them, 
and, thereby, set patterns of thinking for 
the utilities as well as for their own future 
guidance. 

Regulation of utilities has understand- 
ably become complicated—and confused— 
by such a heterogeneous array of talents 
and interests and public authority. There 
is serious need for coordination of regula- 
tion effort and consistency of regulation 
thought. That constructive development 
along these lines is underway cannot be 
denied even though one may wish that the 
pace was faster. 


VALUATION OF UTILITY PLANT 


The first step in the determination of 
the rate base—establishing the value of 


5 National Association of Railroad and Utilities Com- 
missioners (NARUC) organized in 1889. 
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the utility plant—was computed as follows 
for the Telephone Company: 


Investment in telephone plant 


$130,414, 720° 
Less—Depreciation reserves 


41,981, 2260 


Net investment in telephone plant $ 88,433,494 


* Average for year, 1947, computed by taking 
average monthly balance. 

The basis used is original cost less 
accrued depreciation. The figures are 
actual, as shown by the books of the 
Company, through May, 1947, and esti- 
mated for rest of year. The Company 
kept its books in conformity with the 
Uniform System of Accounts, prescribed 
by the Federal government—originally by 
the ICC and since 1934 (with important 
revisions) by the FCC.® 

“Original cost’’ has not always served as 
the generally accepted basis for valuing 
utility plant for purposes of rate-making. 
Although it has been a subject of reference 
and discussion in nearly every past rate 
case, “original cost” has, in fact, only 
recently become the basic legal rule. For 
many years, utilities received the backing 
of the U.S. Supreme Court in demanding 
that regulatory commissions give consider- 
ation, in rate-making, to reproduction 
cost. This backing began with the Court’s 
famous decision in Smythe vs. Ames 
(1898). In the Smythe case, the Court 
directed that attention be given (among 
other things) to “present as compared with 
original cost.” The legal doctrine of “fair 

6 There are two prevailing concepts of “original 
cost” in the public utility field. In the first place, there 
is “original cost’—or investment cost—which stands 
for cost to — owner. It is different from “cost of 
property when first put into public service.” Under 
current Federal regulations (as set forth in the Uniform 
System of Accounts), a utility must segregate cost of 
property into (a) cost of property when first put into 
public service, and (b) other elements of cost. Items in 
(b) are required either to be amortized on a special 
basis or written off against “surplus.” 

Ultimately—barring change in the Federal regula- 
tions—the books of a utility would show the plant 
account at original cost of installation or construction, 
which would not only serve for purposes of day-to-day 
accounting but also as the “rate base” anytime a re- 


determination was to be made of the rates for service 
which a utility is authorized to charge customers. 


value” thus initiated in that case con- 
tinued, unmodified in principle, until some 
ten years ago.’ In the Natural Gas Pipe 
Line Company case (1942), the Court for 
the first time frowned on reproduction 
cost and favored original cost.* In thus 
changing its position in that and subse- 
quent cases, the Court declared that it no 
longer believed in any single formula 
approach, such as the rule of reproduction 
cost so long upheld, to the valuation of 
utility property.® It stated, further, that 
the change in the Court’s position showed 
increasing recognition, on its part, that 
reproduction cost is a “cumbersome and 
misleading” means of determining a “‘rate 
base.” 

“Reproduction cost’? has, in the last 
decade, received less and less consideration 
in rate-making, largely because of the new 
trend of thinking of the U.S. Supreme 
Court. In a few states—like Ohio and 
Michigan—the commissions are bound to 
consider reproduction cost because their 
state statutes require the determination 
of “fair value” of utility plant in rate- 
making. The great majority of the states, 
however, give sufficient discretion to en- 
able their commissions to choose the valu- 
ation basis—and the trend in these 
states and in the cases falling under the 
jurisdiction of Federal commissions is 
away from reproduction cost and toward 
original cost. 

Is a return to reproduction cost possible? 
One thing is certain. The marked rise— 
and rising—general price level (in the last 


7 The great majority of the country’s rate cases 
through the years ended up, of course, as negotiated 
settlements between company and commission (with- 
out resort to the courts), in which complete and detailed 
appraisals of property were avoided in the interest of 
economy and expedited proceedings. Until 1942, how- 
ever, the legal rule of “fair value,” and its attendant 
determination of reproduction cost, stood ready to be 
invoked if a rate case could not otherwise be disposed 
of in a manner satisfactory both to company and com- 
mission. 

8 315 U.S. 575. 

® Hope Natural Gas Company, 320 U.S. 591 (1944). 
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six or seven years), with its accompanying 
rise in reproduction cost of utility plant, 
could not, for long, be ignored. There is a 
widening gap between original cost and 
present cost which can be closed—or at 
least reconciled—only by reproduction 
cost. Since rates for utility service, to be 
charged customers, are essentially a matter 
of “cost-plus” pricing, reproduction cost 
of plant items is a legitimate point of 
reference in any realistic computation of 
operating expense. The Supreme Court’s 
position for sanctioning reproduction cost 
at some future time would not at all be 
difficult in view of its professed adherence 
to any rate base that would have the end 
result of being reasonable, keeping in 
mind the relative interests of investors and 
consumers. 

A return to reproduction cost as a factor 
in rate-making would be greatly facilitated 
if the charge that it is “cumbersome and 
misleading” can be overcome, or at least 
materially reduced. Two suggestions come 
to mind. In the first place, it will be neces- 
sary to take a more liberal—and less 
literal—concept of reproduction cost. It 
will also be necessary to do a more profi- 
cient technical job of measurement. Refer- 
ring to the first point, it is more pertinent, 
for example, to think of current reproduc- 
tion cost of a utility plant as the current 
cost of giving ‘“‘equivalent service” than 
as the cost to reproduce existing facility 
“as is.” The current cost of a modern 
substitute plant, embodying all of the 
technological improvements, would be a 
big step forward over the old idea of cost 
of reproducing identical property now in 
use. Another possibility is to take the 
original investment in a utility plant and 
restate it in terms of current purchasing 
power of the dollar (converted dollar 
method). This approach would at least 
avoid the time and expense of a detailed 
inventory of plant items, which is standard 
procedure in appraisals. 


Referring to the second point, appraisal 
techniques need re-examination. The tech- 
niques of appraising property should be 
subject to as large a degree of objective 
checks (standards) as is possible. Much 
can be learned from the development of 
standards in the field of auditing by inde- 
pendent accountants. Appraisal procedure 
can no more be standardized than auditing 
procedure, but—like auditing—serious 
efforts can be instituted to bring about 
greater objectivity in the work. Appraisals 
will command greater confidence and ac- 
ceptability in direct relation to the degree 
of objective checks (standards) present in 
such work. The accuracy of a construction 
index, for example, depends on the ade- 
quacy of allowance made for changes in 
the relative efficiency of (1) construction 
labor, (2) construction methods, and (3) 
construction equipment. 

In the past, a given property at a given 
date has often been appraised at materially 
different values by different but equally 
reputable appraisers. The public utility 
field has been no exception to this condi- 
tion, as shown by the following illustration 
from the 1937 rate case involving the 
Peoples Gas, Light and Coke Company of 
Chicago: 


Per Per 
Appraisal Commission’s 
Firm for Engineers* 

Company 


Land—fair market 

$ 10,170,000 $ 4,733,000 
Property other than 

land—reproduction 

cost new 


156,709,000 138,099,000 


* Rounded to nearest thousand; reproduction 
cost—3/15/37. 


In the case of the Telephone Company, 
the use of reproduction cost would have 
given a much higher rate base. The com- 
pany testified that from 1939 to 1947, 
costs had gone up as follows: construction 
92%; poles, 67%; automobiles, 64%; 
and tools, 53%. The Company neverthe- 
less used original cost to avoid the technical 
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controversies which would arise from 
using reproduction costs, and probably 
also because of the trend away from the 
basis in Connecticut and other states. 

The $41,981,226 figure presented above 
for the Telephone Company stands for 
accrued depreciation in conformity with 
generally accepted procedure. In other 
words, this figure is based on age-life cal- 
culations derived from a detailed study of 
the property, which was divided into 34 
classes for this purpose. The calculations 
of age-life allowed for the following factors: 
wear and tear, decay, action of the ele- 
ments, inadequacy, obsolescence, changes 
in the arts, changes in demand for tele- 
phone service, and changing requirements 
of public authorities (as in matters of 
public safety). Once the length of service 
life was determined, it was spread over the 
years—to arrive at annual rates of depre- 
ciation—on a straight-line basis. In ana- 
lyzing the service life of property, four 
methods were found necessary: 


(a) Mortality Method— 

Actuarial procedures were applied to sta- 
tistical data to give life expectancy of indi- 
vidual units such as pole lines, aerial cables, 
underground cables, and private branch ex- 
changes. 

(b) Turnover Method— 

Property account was examined for in- 
formation on the number of years in which 
certain units were “turned over.’ Examples of 
units are: station apparatus, booths, furni- 
ture and office equipment, and tools. 
Life-span Method— 

A separate study was made of the ex- 
pected life-span of each large unit, such as a 
building. Some large items—such as central 
office equipment—were grouped, given an 
average life-span, and then depreciated in 
accordance with a composite annual rate. 
(d) Judgment Method— 

This method was used if the information 
available was inadequate for study by any 
of the other methods, as for example, in the 
case of buried cables, rights-of-way, and 
underground conduits. 


(c 


In contrast to the above method is 
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“observed depreciation.” This method 
pays little or no attention to age-life calcu. 
lations. It is commonly used by appraisers 
in connection with reproduction cost. 
Appraisers deduct “observed deprecia- 
tion” from “reproduction cost new” to 
arrive at “sound value.” In arriving at 
observed depreciation, reliance is on two 
principal factors. First, a determination 
must be made of the property’s physical 
condition. Second, a determination must 
be made of the property’s operating effec- 
tiveness. Both of these factors are studied 
by means of inspections, test-runs, and 
analysis of performance records. 

Estimates of observed depreciation are 
usually expressed as a percentage. If, for 
example, a given property is determined 
to be—as of appraisal date—in 80% con- 
dition and operating effectiveness, com- 
pared with new property, the observed 
depreciation is said to be 20%. Reproduc- 
tion cost new is accordingly reduced by 
20% to arrive at “sound value.” 

Following is the estimate for observed 
depreciation used in the 1937 rate case of 
the Peoples Gas, Light and Coke Com- 
pany of Chicago: 


Per 
Per 
Commission's 
Company? Engineers* 
Property other than 
land—reproduction 
cost new (asabove) $156,709,000 $138,099 ,000° 
less—observed de- 
preciation ...... 26,531,000 30,382,000 
over-all per- 
$130,178,000 $107,717,000 


* Rounded to nearest thousand; sound value— 
3/15/37. 

> For comparison only. The $26,531,000 figure was 
built up from details covering individual property 
units, but the $30,382,000 figure was computed by 
applying a single, over-all percent to the total reproduc- 
tion cost new—$138,099,000. 

¢ This is a calculated figure which the Commission 
converted into a “judgment” figure of $135,000,000 
after combining with it all of the land. Just why land 
was included is not explained. The Commission then 
made the determination that the $135,000,000 figure 
should be reduced by 22% for observed depreciation to 
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arrive at a fair value of the property (including land) 
in the amount of $105,300,000. 


ALLOWANCE FOR WORKING CAPITAL 


The second step in the determination of 
the rate base is establishing an allowance 
for working capital. Measurement of this 
element follows an operating concept—the 
money resources needed to operate the 
utility business from day to day. Like 
any other business, a utility must have 


Accounts receivable (from sale of appliances).......... 


Totals (rounded to nearest thousand)............... 


$1,680,000 had to be carried to cover 
current requisitions for maintenance re- 
pairs and replacements. The prepayments 
of $645,000 were needed, from experi- 
ence, for rent, insurance, some kinds of 
taxes, and the telephone directory. 

A more detailed—and therefore more 
interesting—presentation of working capi- 
tal (for 1936) was made in the case of the 
Peoples Gas, Light and Coke Company of 
Chicago: 


Company Commission Difference 
$ 3,591,000 $1,000,000 $2,591,000 
626, ,000 
2,318,000 2,318,000 
1,754,000 1,754,000 
122,000 122,000 
3,000,000 1,010,000 1,990,000 
$11,411,000 $6,830,000* $4,581,000 


* This calculated figure was converted into a “judgment” figure of $7,500,000 in order to allow for expected 


variation from year to year. 


enough funds to meet current wages and 
salaries, finance purchases of materials and 
supplies, and maintain cash balances— 
on hand and in banks. 

The Telephone Company did not pre- 
sent—and the Commission did not re- 
quire—a detailed analysis of working 
capital. Instead, the Company claimed— 
and the Commission accepted—for each 
item, the average monthly balance for 
1947, as shown by the books as follows 
(actual through May, estimated for rest of 


year): 

Cash in banks and on hand............ $1,154,000 

Inventory of materials and supplies...... 1,680, 

Total (rounded to nearest thousand)... $3,479,000 


In explanation, each of these items was 
represented by the Company as the mini- 
mum required to carry on operations. The 
cash of $1,154,000 was needed to meet day 
to day operating expenses and also main- 
tain bank balances required to avoid 
“service charges.” The inventory of 


The first difference between Company 
and Commission was for operating ex- 
penses. Taking the year’s total of 
$26,213,534 for operating expenses, the 
Company divided it by 365 to arrive at 
an average daily amount of $71,817, which 
was then multiplied by 50 to arrive at 
$3,591,000. The multiplier of 50 (30 plus 
20) was used to give effect to the number 
of days lapsing between start of service 
and collection from customers. The Com- 
mission took two exceptions to this proce- 
dure. First, it held that since meters are 
read daily—with continuous billing—the 
count of days should start from the middle, 
instead of the beginning, of the 30-day 
period. This would give a multiplier of 35 
(15 plus 20). In its second exception, the 
Commission held allowance should be 
made for the credit—free credit—which 
the Company itself enjoys in purchases of 
materials and services. The Commission 
revised the estimate for 1936 operating 
expenses as follows: 
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Average daily amount of $71,817X35.... $2,513,626 
Less—allowance for credit received in 

purchases of materials and services 1,513 ,626 
Balance, working capital for expenses.... $1,000,000 


The second difference was for cash in 
banks. Nowhere in the calculation for 
working capital, stated the Commission, 
had consideration been made for tax 
moneys “accrued as expenses” and “re- 
covered from revenue” but not paid out 
until after a lapse of time. The lag in time 
between receipt and payment meant that 
the Company had the use of tax money 
as part of its working capital. As an illus- 
tration, the Commission noted that the 
earliest due date for paying taxes on real 
estate, personal property, and capital 
stock was May 1 of the year following. 
The provision for minimum bank balances 
(1936) was therefore revised as follows: 


Minimum $3 ,000 ,000 


Less—allowance for tax moneys available 1,990,000 
Balance, working capital for minimum 
bank balances... 


$1,010,000 


TOTAL VALUE FOR RATE BASE 


Summarizing, the total value for rate 
base in the case of the Telephone Company 
was as follows: 

Utility plant— 
Investment, less reserves for deprecia- 
$88 , 433 ,494 


$91,912,494 


For the Peoples Gas, Light and Coke 
Company of Chicago, total value was as 
shown below: 


Utility plant— 


Land—at fair market value 


Working capital 
Going value 


Allowance for elements that may have not been provided in the foregoing.... . 


Property other than land—at cost to reproduce new less observed deprecia- 
tion—giving sound value 


“Going value,” as claimed by the 
Company, stood for the fact that it was a 
going concern. The item was in keeping 
with the concept of reproduction value. 
The figures for plant and working capital 
provided for the tangible—non-human— 
resources used by the Company. The 
figure for “going value” was the cost to 
reproduce the “human side”’ of the organi- 
zation. To reproduce present know-how 
and operating efficiency, claimed the 
Company, would cost around $15,000,000. 
That was the value of the existing ‘‘unified 
working system,” which constituted “an 
efficient executive organization, good pub- 
lic relations, past operating performance, 
favorable location, and efficient operating 
personnel.” 

The Commission disagreed. It gave two 
reasons. First, the Courts had never recog- 
nized this element, pointing out—in cases 
reaching them—that operating know-how 
and efficiency were necessary assumptions 
in appraisals of property, not separate 
considerations. Second, the Commission 
referred to the allowances made, as a part 
of the Company’s operating expenses, for 
all reasonable requirements in developing 
and maintaining operating know-how and 
efficiency. To allow for this element as an 
expense to be recovered from revenues and 
at the same time also to provide for it in 
the calculation of the rate base is, held the 
Commission, giving double recognition to 
the same element. 


REVENUES AND EXPENSES 


The final step is the determination of 
income earned on the rate base. It is cus- 


Company Commission 

$ 10,170,000 
$105 , 300,000 

$140,348 ,000 $105 , 300,000 
11,411,000 7,500,000 

7,200,000 
$166, 759,000 $120 , 000,000 
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tomary to start with the utility’s book 
figures for revenues and expenses—for the 
last full year—and to adjust these figures 
as necessary. 

Some items of revenue and expense are 
definitely not admissible for purposes of 
rate-making. They are the so-called non- 
operating items—items which are not 
necessary for the performance of the public 
service, however related and ancillary 
they may be to that service. The standard 
income statements, for example of a tele- 
phone company clearly separates non- 
operating items. The 108 numbered lines 
in such a standard statement are sum- 
marized and grouped as shown below: 


sion deems “‘unnecessary”’ or “excessive.” 
Examples found here are advertising and 
entertainment expenses. A third type 
represents “irrelevant” expenses, such as 
donations and contributions. 

Not much progress has yet been made 
on the problem of judging efficiency of 
operations through study of a utility’s 
operating expenses. Only the most obvi- 
ous “unnecessary” and “excessive” ex- 
penses can be discovered by a mere scru- 
tiny of the reports submitted by a utility. 
There remains, still a matter for future 
solution, the problem of setting up expense 
standards against which actual perform- 
ance can be checked. Otherwise, unneces- 


Lines Particulars Admissible Non-Admissible 
1-18 Operating revenues x 
19-78 Operating expenses x 
79 Net operating revenue x 
80-85 Operating taxes—including 
Federal income tax x 
86 Net operating income x 
87-94 Income from dividends, interest, etc. x 
95-99 Sundry income deductions x 
100-107 Interest expense, provision for dividends, etc. x 
108 Balance to surplus x 


An interesting practice worth mentioning 
is that Federal income taxes are admissible 
for the full amount paid, even though 
items below Line 86—such as interest 
expense—are reflected in the determina- 
tion of such taxes. 

It is rare, however, for a Commission to 
accept all items above Line 86, as shown 
by the books of the utility. These items 
are scrutinized—and in questionable cases, 
even audited—to see that they are “fair 
and reasonable” and “‘in the public inter- 
est.”’ The practical effect of such policy is 
to disallow several types of expenditures. 
One is so-called non-recurrent expenses, 
such as flood damage. Sometimes a non- 
recurrent expense is allowed on a partial 
basis, if it can be shown that although 
the item is not annually recurring it does 
occur more or less regularly over longer 
periods of time. A second type of dis- 
allowed expense is one that the Commis- 


sary or excessive expenses can slip into 
the cost-plus-fair-return formula for 
pricing utility services to the consuming 
public. 


INCOME EARNED ON RATE BASE 


The data for the Telephone Company 
are presented first. In accepting the book 
figures for 1947 revenues and expenses— 
actual through May, estimated for rest of 
year—the Commission applied the follow- 
ing adjustment: 


Net operating income, per Company.... $2,722,278 
Add—raise in toll revenue... » 
less—4% state gross reve- 
( 12,000) 
less—38% federal income 
( 109,000) 179,000 


Net operating income, per Commission... $2,901,278 


The adjustment raising toll revenue was 
made to bring an earlier Company esti- 
mate for the June—December period closer 
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to actual experience for the latter part of 
1947.10 
Income earned on the rate base is 
accordingly as follows: 
Company Commission 


$91,912,494 $91,812,494 


2,722,278 2,901,278 
2.96% 3.15% 


Rate base (see above)... 


Return on rate base .... 


The Commission considered the return 
earned too low, even after the $179,000 
adjustment. It therefore authorized an 
increase of $4,163,000 in charges for tele- 
phone service. The increase applied only to 
intrastate telephone business. It was also 
shown that after instituting the new 
charges, the Company would earn some- 
what less than 6% on total invested 
capital (rate base): 

Net operating income, as above 
Add—increase in revenues 
from authorized changes 

in prices for telephone 


less—4% state gross rev- 


$4, 163 ,000 
enue tax.... | 


166,520) 
less—38% Federal in- 
( 1,518,662) 


$2,901,278 


2,477,818 


Net operating income in prospect....... $5,379,096 


Prospective return on rate base 5.85% 


The 5.85% is, to repeat, on invested 
capital (rate base) as a whole. The pro- 


10 The Commission also made two other adjustments 
—one was a disallowance of $50,000 for donations; the 
other was a disallowance of $50,000 for pension con- 
tribution. These adjustments were not applied in the 
above presentation because the figure for net operating 
income, $2,722,278, properly excludes both items, in 
conformity with the prescribed standard form of in- 
come statement referred to earlier in the paper. The 
Company did contend, however, that for rate-making 
purposes, both items should be regarded as operating 
expenses. The Commission disagreed, arguing as follows: 

The donations of $50,000 represent expenditures 
which are made in behalf of stockholders rather than 
customers of the Company. 

The pension contribution of $50,000 arose in the 
following manner, which justifies disallowance. The 
Company changed its plan for paying pensions to em- 
ployees from a pay-as-you-go basis to an actuarial 
basis back in 1928. At the time of the change, the 
Company faced an unfunded actuarial reserve of 
$3,300,000, as to which no action was taken. Had the 
reserve been properly funded, it would have earned 


spective return on intrastate business 
alone, it was shown in the record of the 
case, was closer to 5.4%, indicating a 
return above 5.85% on interstate business, 
The division of operations between intra- 
state and interstate was made in accord- 
ance with the instructions of the FCC, 
and entails considerable detailed analysis, 
In the instant case, it was ascertained 
that interstate business required 9% of 
utility plant, and accounted for 17% of 
utility revenues and expenses. 

In the case of the Peoples Gas, Light 
and Coke Company of Chicago, net oper- 
ating income submitted by the Company 
was adjusted as shown at the top of the 
next page. 

Note the large difference in the estimate 
for depreciation, $3,831,000 per Company 
compared with $1,800,000 per Commis- 
sion. A third figure was also brought into 
the proceedings but apparently neither 
party wished to use it. This was the 1936 
provisions for depreciation as shown by 
the books of the Company, $2,920,000, 
which reflected generally accepted proce- 
dure. In allowing only $1,800,000 the Com- 
mission seemed to be impressed with the 
fact that during the eight preceding years 
(1929-1936), the average annual cost of 
property retired totaled $1,155,701. This 
figure, said the Commission, is considerably 
under the $1,800,000 allowed. The reason- 
ing is clear, even if one may disagree with 
it. The Commission was interested in 
observed depreciation, which is closely 
associated with the physical condition 
and operating effectiveness of the property. 
It reasoned that as long as (a) the property 


around $132,000 annually, which could have been 
added to the Pension Fund. Since the Company 
neglected to do this, the unfunded reserve grew from 
$3,300,000 to $5,900,000, requiring an annual contribu- 
tion which, in 1947, amounted to $179,000. The amount 
disallowed ($50,000) is the difference between the 
actual 1947 payment ($179,000) and the amount 
which would have been paid ($132,000) if the Company 
had prevented the growth of the unfunded reserve, be- 
ginning with 1928. 
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Net operating income before depreciation (1936), per Company...............seeeeeseeceecees $7,586,000 
Add— 
Expense reduced— 
Taxes on real estate, personal property, and capital stock...................000- $750,000 
Expenses eliminated— 
Net operating income before depreciation, per Commission®.................seeeeeeeeeceeeces $9,370,000 
Less— 
Allowance for observed depreciation— 
As claimed by Company on As determined by Commis- 
basis of reproduction cost sion on basis of judgment 
allowance 
$3,831,000 $1,800,000 1,800,000 
Less— 
Additional Federal income taxes resulting from adjustments of Company figures............... 430,000 


* Before deducting related tax adjustment, which is included in the $430,000 figure appearing as the last item 


in this statement. 


was being maintained in good condition, 
and (b) replacement costs amounted to 
$1,155,701 annually to absorb the cumula- 
tive wear and tear or obsolescence of 
utility property 
or less continuously and piece-meal—an 
allowance of $1,800,000 was adequate. 

In the final summation of its position, 
the Company stated that its 1936 net 
operating income was $3,700,000, and 
that this represented only a 2.2% return 
on a rate base of $165,000,000, after 
rounding out the figures. A fair return 
was more like 7%, contended the Com- 
pany, and to realize this return it would 
be necessary to earn $11,550,000, which 
compares with only $6,253,000 expected to 
be earned if the petition for a raise in gas 
service charges—as proposed—is ap- 
proved. Even if the increase in charges 


was authorized, said the Company, the 
return expected ($6,253,000) would be 
but 3.8% of the rate base ($165,000,000)— 
still considerably short of the desired 7% 
return. 

The Commission’s reply was equally 
emphatic. It made much of the great 
difference between the return which the 
Company was willing to accept (3.8%) 
and the return which was claimed as fair 
(7%). This discrepancy, said the Commis- 
sion, showed that the rate base was in- 
flated. In closing the Commission de- 
clared: “We have found that the fair 
value of the Company’s property... is 
$120,000 ,000, and that the return for the 
year 1936 was not less than $7,140,000... 
(The result is)...5.95% on... fair 
value ... which is fair, just and reason- 
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HOW STATISTICAL ANALYSIS CAN 


SERVE ACCOUNTANTS 


PHILIP WARRINER 
General Motors Corporation 


ET IT BE SAID at the outset that the 
L writer worked chastely for 15 years 
in the accounting field before per- 
mitting himself the slightest affair with 
statistics. What acquaintance he now has 
with the subject stems from being tossed 
into statistical work on the same financial 
and accounting staff where he had previ- 
ously served as an accountant. 

Statistical analysis is a highly valuable 
auxiliary to many professions at the pres- 
ent time. But only in very recent years 
has its great value as an auxiliary rather 
than as a profession of itself been particu- 
larly realized. It is timely, therefore, to 
consider whether accounting could gener- 
ate more power by meshing gears with 
statistics. This question is made even 
more opportune by the problems which the 
rise in the general level of prices has thrust 
upon accountants. These problems, already 
urgent, are becoming critical with the 
resumption of the upsurge in prices and 
the strong prospect of its continuance. It 
seems inevitable that accountants will 
have to learn something about the statis- 
tical structure of price index numbers and 
make use of them. And this is only one of 
the matters in which accountants would be 
helped by statistics. 


A FEW PRACTICAL QUESTIONS 


There are some practical questions that 
may be answered immediately, before 
they interpose themselves. 

Could use of the analytical techniques 
of statistics advance the position of ac- 
countants in any field that has serious 
importance to the profession? It could. 
The area where statistical analysis can 


substantially extend the scope and pene- 
tration of accountants’ services is in the 
field of aid to management, a sector of 
large promise to both public and privately 
employed accountants. This will be dis- 
cussed further. 

Would the accountant be stepping on 
the toes of another profession or violating 
a rule that accounting is for accountants 
and statistics for statisticians? No. The 
use of statistical techniques is as free to 
anyone for any purpose as the multiplica- 
tion table. No Bercu case can result from 
accountants “practicing statistics.’’ Con- 
trary to the situation in Federal income 
tax work, no attempt can be made to re- 
strain accountants in their use of statisti- 
cal procedures, or in their presentation of 
statistical results to clients, to govern- 
ment agencies or in court. 

Would the accountant be attempting 
work that a specialist in statistics alone 
could do more effectively? No. Account- 
ants, in comparison with statisticians per 
se, have an immense advantage in dealing 
with problems involving figures from the 
accounts and similar data. It is a fact now 
recognized and announced by the statisti- 
cal profession that the tools of statistical 
analysis are usually effective only in the 
hands of persons expert in the particular 
field where they are applied and where the 
data arise. Just a few statistical techniques 
are enough to give the accountant a sub- 
stantial increase in power and range. 


AID TO MANAGEMENT 


Up to now statistical analysis has been 
utilized very little by accountants, but aid 
to management has been a province of 
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their work for some time. Now, at the 
very time when aid to management is be- 
coming a richer field and is being invaded 
by some other professional groups, statisti- 
cal analysis is becoming indispensable for 
providing the newer and more powerful 
aids to management. Research has forged 
new statistical instruments of measure- 
ment and control and adapted them to 
business problems. It has made studies of 
the internal economics of business enter- 
prises that indicate that certain of the 
simpler statistical measures have much 
more general applicability than has been 
appreciated. 

The accounting profession has always 
tried to keep itself identified in the minds 
of businessmen and executives with the 
end-products of its work. Statistical meas- 
ures based on figures from the accounts 
and supporting records are one of the im- 
portant end-products of the accounting 
process. Accountants surrender part of 
their logical field and professional scope 
when they are unable to control, at least 
in a supervisory and interpreting capacity, 
the statistical measures useful to a business 
that are derived from accounting figures 
and similar data. This is emphatically the 
case when the statistical measures are 
guides in any phase of financial manage- 
ment. 

In the space of one article it would be 
impossible to present all of the applica- 
tions that accountants may make of 
statistical analysis. Besides, it should be 
more helpful to select and discuss the more 
important ones. The same statistical 
methods that are required in the more im- 
portant applications have further valuable 
uses, as accountants who employ them 
will discover. What follows will therefore 
be limited to considering: 

The problem posed for financial manage- 
ment and accountants by the rise in price 
level, and the practical usefulness of statis- 
tical price index numbers for meeting it; 
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The need of financial management for 
statistical measurement of cost-volume re- 
lationships, and the contribution of re- 
search toward simplifying their measure- 
ment; 

The usefulness to accountants of statisti- 
cal sampling measures; 

Some particular advantages of statisti- 
cal analysis for the public accounting field; 

How statistical procedures may be made 
more easily available to accountants al- 
ready engaged in their profession. 


INDEX NUMBERS AND THEIR USES 
FOR ACCOUNTANTS 


Probably the best place for accountants 
to start in statistical analysis would be 
with index numbers. They are constructed 
by ordinary arithmetical processes and are 
simple to apply. But what spotlights the 
importance of index numbers to ac- 
countants now is their usefulness for deal- 
ing with problems presented by the decline 
in the value of the dollar. It seems not too 
much to say that if a substantial propor- 
tion of accountants were conversant with 
index number construction and applica- 
tion, these problems would be more con- 
crete and vivid to the accounting profes- 
sion than they have been and there would 
be much more rapid progress in handling 
them. 

The first problem springing from sizable 
rise in the general price level is one of 
financial management. This is because 
management’s stewardship includes pre- 
serving the purchasing power equivalent of 
physical capital consumed. To do so is the 
only guaranty that physical productive 
capacity will be kept unreduced. Accord- 
ingly, management needs to see all costs 
stated in dollars of current value, with 
those costs which represent purchases at 
lower general price levels converted to the 
current level. This is a separate matter 
from financial reporting to stockholders 
and the public. Like depreciation, the price 
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level change should be treated by ac- 
countants as a measurable factor for 
management’s information, whether any- 
thing is said about it in financial reports or 
not. The financial reporting aspect in- 
volves many more questions and diffi- 
culties. 

The price level rise has created a man- 
agement responsibility of the highest 
order. Our standard of living, our hope of 
maintaining an uptrend in real wages, our 
national security, threatened as it now is 
by a huge, persistent foreign aggressor, all 
depend on our productive power. Our 
productive power is dependent upon (1) 
the quantity and quality of our “real” 
capital, that is, our aggregations of eco- 
nomic goods used to promote the produc- 
tion of other goods, and (2) our scientific 
“know-how.” It is management’s re- 
sponsibility to the nation to preserve item 
(1) from dissipation. We are now in a 
situation where “the recorded monetary 
values of corporate assets are no longer 
significant measurements of the accounta- 
bility of the corporation for these assets.’”! 
In such a situation it is certainly the re- 
sponsibility of accountants to go beyond 
recorded monetary values to give manage- 
ment the best measures practicable of 
capital consumption and capital balances 
retained. 

The reality of this problem and an il- 
lustration of what happens when ac- 
countants do not provide management 
with such measures are both cogently por- 
trayed in the article on nine steel com- 
panies by Ralph Coughenour Jones of 
Yale in the January 1949 issue of the 
Journal of Accountancy. Professor Jones 
showed—and no one has since questioned 


1 A report by the American Institute of Accountants 
committee on accounting procedure to the executive 
committee, dated Oct. 20, 1945, says, “It is recognized 
that there are situations, however, under which the re- 
corded monetary values of corporate assets are no longer 
significant measurements of the accountability of the 
corporation for these assets.” 
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his figures—that the nine steel companies 
covered by his analysis paid dividends out 
of their “‘real’’ capital, during the six years 
1942-47, to the extent of 419 million dol- 
lars of 1935-39 value, or 700 million dol. 
lars of present value. 

Many companies, by taking a far. 
sighted view of the problem of financing 
future physical volume, have no doubt 
retained enough from earnings during the 
past several years of rising price level to 
hold intact the real value equivalent of 
their assets. But companies with vision of 
this sort could probably succeed in pre- 
serving their real total asset values even if 
they regarded all value shrinkage, includ- 
ing depreciation from wear and obso- 
lescence, merely as a financing problem 
and obtained no measure of any of it 
from their accounting staffs. No one would 
contend, though, that depreciation is 
therefore purely a financing problem and 
should not be regarded as an accountants’ 
problem for business in general. Whether 
a depletion of real asset values results from 
wear and obsolescence, from change in the 
market prices of particular materials, or 
from change in the value of the dollar, the 
measurement of it lies in the accountant’s 
province of aid to management. 

As William A. Paton says, “‘In the first 
place there is nothing to prevent cost ac- 
countants from making calculations based 
on general or specific indexes for the 
guidance of management.... We can't 
wait for the debate to be settled as to 
what can or cannot be done under the head 
of general accounting principles. Let’s at 
least take care of internal management’s 
needs in this matter. ... The public ac- 
countant, as well as the corporate stafi 
accountant, can accomplish something 
along this line.’””? 

Accounting’s increasing service to mat- 
agement has largely been in advancing the 


2 Journal of Accountancy, January, 1950, p. 23. 
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frontier of measurements derived from 
accounting data. Managements have al- 
ways been able to see many more ways to 
use these measures in making decisions 
and in keeping business sound after seeing 
the concrete figures than they could dis- 
cern beforehand. With the price level 
movement as great as it has been, and 
with a possibility that it may go further, 
they will welcome information as to real 
capital consumed and real capital retained. 
Rarely is there a management that hankers 
to preside over the liquidation of its own 
empire. 

In addition to impairing our stock of 
productive capital, the decline in the value 
of the dollar has deprived management of 
the soundest measure of business earnings 
—the earning rate of capital employed. 
No other yardstick is as good, for either 
significance or comparability. Manage- 
ment has many uses for earning rates on 
capital employed, in pricing policy over the 
long term, in choosing among alternative 
schemes of operation and between avenues 
of expansion and contraction, and in 
evaluating the performance of operating 
units. This important measure has become 
a lost implement, and until both capital 
employed and earnings are stated for 
management in dollars of like value it will 
stay lost. 

Price index numbers offer an instru- 
ment with which accountants, by them- 
selves, can adjust data for management so 
as to reflect changes in the value of the 
dollar. In contrast to engineering esti- 
mates of reproduction or replacement cost, 
which are expensive, they can be used as 
frequently as desired whenever new or 
continuing price level movements occur. 
Price index numbers therefore best satisfy 
the requirements of general usefulness and 
practicability for the problem. Not many 
accountants realize how much agreement 
on this is buried in the maze of discussion 
that has been evoked. George O. May, Wil- 
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liam A. Paton, Samuel J. Broad, Ralph C. 
Jones, Willard J. Graham and William 
Blackie are some of the accounting au- 
thorities who concur in this view.* Some 
of the largest corporations in the United 
States have also expressed this opinion in 
reply to a query from the American In- 
stitute of Accountants. Moreover, such 
authorities as May, Paton and Broad state 
that the use of price index numbers is not 
a departure from the cost basis and that 
they meet the test of constituting objec- 
tive evidence. 

Besides measuring change in value of 
the dollar, index numbers can serve ac- 
countants in other ways. For example, a 
price index of the basic materials entering 
a company’s principal product, weighted 
by the quantities contained in the product, 
is very helpful to management. Kept up 
currently from published quotations of 
basic material prices, it is usually a month 
or more ahead of the trend of accounted 
product material costs. 

Where a number of products are manu- 
factured, it is often necessary to construct 
an index of physical output in order to 
give management certain highly important 
measures. Without such an index it may 
be impossible to combine the various 
products into single totals of physical 
quantity, which are essential for calculat- 
ing productivity per man-hour or per 
dollar of investment, the relation of output 
cost to rate of plant output, the relation 


3 George O. May, “Business Income and Price Levels 
—An Accounting Study,” a monograph prepared for 
the Study Group on Business Income, July 1, 1949. 

William A. Paton, “Measuring Profits Under Infla- 
prod Conditions,” Journal of Accountancy, January, 
1950. 

Samuel J. Broad, “Effects of Price Level Changes on 
Financial Statements,” N.A.C.A. Bulletin, July 1, 1948. 

Ralph C. Jones, “Effects of Inflation on Capital and 
Profits: the Record of Nine Steel Companies,” Journal 
of Accountancy, January 1949. 

Willard J. Graham, ‘‘Changing Price Levels and the 
Determination, Reporting and Interpretation of In- 
come,” THE ACCOUNTING REVIEW, January 1949. 

William Blackie, “What Is Accounting Accounting 
For—Now?”, N.A.C.A. Bulletin, July 1948. 
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of output cost to plant size and similar 
measures. 


FINANCIAL MANAGEMENT AND THE 
MEASUREMENT OF RELATIONSHIPS 


The financial management of a business 
is not only the management area to which 
the accountant is closest, but is also the 
one having greatest use for accurate meas- 
ures of relationships. Financial manage- 
ment needs these measures for: 

1. Financial control. This requires the regula- 


tion of costs and expenses with variations in 
volume. 

. Financial decisions between alternatives 
that hinge upon differential costs, i.e., the 
changes in cost that can be expected to ac- 
company volume changes. 

. Determination of financial requirements. 
For this purpose it is necessary to have 
reasonably good estimates of what the vol- 
ume will be. Such estimates are highly de- 
pendent on statistical relationships, and it 
would be of great assistance to most busi- 
ness concerns if accountants were equipped 
to prepare them. However, this work is re- 
garded by many accountants as forecasting 
and is not within the scope of this article. 


The first two of the above three tasks of 
financial management—financial control 
in line with volume, and decisions hinging 
on differential costs—depend mainly upon 
securing correct measures of the relation- 
ship of costs to volume. 


RESEARCH IN THE COST-VOLUME 
RELATIONSHIP 


The cost-volume relationship is the 
most frequently encountered statistical 
problem of accountants. It would be a 
huge benefit if someone discovered that it 
is generally a simple relationship. Re- 
searches in recent years—which have been 
very little publicized—have done just that. 

What these researches have demon- 
strated in nearly all the cases studied is 
that costs and expenses show a straight- 
line relationship to volume. This means, 
of course, a relationship that can be most 
accurately expressed as a fixed amount of 
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expense plus a fixed ratio or percentage 
applied to volume. The value of this dig. 
covery may be appreciated by considering 
the complex forms of curved relationship 
that might have been found instead. 

An account of the research studies re. 
ferred to is given in “Cost Behavior and 
Price Policy,” a book issued by the Na. 
tional Bureau of Economic Research in 
1943. This work would undoubtedly have 
received much wider attention if it had 
been published in peace-time rather than 
in the middle of the war. While the entire 
volume merits reading by accountants in- 
terested in the internal economics of a 
business enterprise, an examination of 
Chapter V, “Costs and Rate of Output: 
Empirical Studies of Cost Functions,” 
should be sufficient to obtain a summary 
idea of the results of research in the cost- 
volume relationship. 

It is noteworthy that the findings are 
not the work of accountants seeking to 
substantiate a simple form of relationship, 
but of economists expecting to find a more 
complex relationship. Accordingly these 
investigators subjected their results to 
severe statistical tests for validity. They 
also stated them cautiously. 

One more reference on this subject 
deserves attention, a book by Philip Lyle, 
an English industrialist, Regression Anal- 
ysis of Production Costs and Factory 
Operations, second edition, revised, pub- 
lished in 1946. This work also finds the 
relationship between costs and volume to 
be straight-line. 

There is undoubtedly need for addi- 
tional studies. It should be profitable for 
accountants to initiate further research 
themselves, and participate in it. 

The results of the studies that have been 
made would seem to warrant accountants, 
as a practical matter, to assume a straight- 
line relationship as the normal one, and to 
view tendency to curve as showing lack of 
cost and expense control, unless such | 
tendency persists when there is evidence § 
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that control is good. Heretofore there has 
been no authoritative basis for judging 
whether a curved relationship probably 
signified lack of control or a normal condi- 
tion resulting from the operating factors of 
a particular establishment. 

These research findings mean, moreover, 
that where cost and expense control is 
effective, differential costs tend to be con- 
stant in amount in the range between 
extremely low and extremely high vol- 
umes. The calculation of differential costs 
is accordingly much simpler than it would 
be if the cost-volume relation were a 
curve. In the case of curved relationship, 
differential costs would obviously change 
with all the changes in slope of the curve. 


IMPORTANCE OF CORRECT STATISTICAL 
CALCULATION 


Until very recent years references in 
standard accounting works to the cost- 
volume relationship and fixed-and-variable 
expense analysis were quite sketchy, and 
extremely vague as to techniques. Lately 
such references have become numerous 
and have been definite and emphatic as 
to the value of measuring the relationship 
and making use of the fixed and variable 
factors obtained thereby, but have re- 
mained vague and undecided in suggesting 
techniques of analysis to employ. 

There are various occasions, especially 
in either explorative or preliminary work, 
when rough devices, such as determining a 
line among plotted points by inspection 
instead of by computation, are of great 
value in illuminating the problem. Meas- 
ures of relationship obtained in such ways, 
however, are quite apt to be dangerously 
misleading if incorporated in final results 
or if used indiscriminately. 

The aim of statistical analysis is to get 
as much meaning as possible out of figures 
that vary irregularly, that do not follow 
an exact rule in their variation. If they 
follow an exact rule, they may present 
mathematical difficulty, but they are not 
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a statistical problem. Much of the mystery 
in both statistical methods and the proper 
interpretation of their results is dispelled 
if one remembers constantly that these 
methods are employed only because the 
data do not form an exact pattern of 
regularity, but that their averages and 
their average relationships are exact. 

The fact that averages and average re- 
lationships can be computed accurately 
and put into precise terms makes them 
practical for use at a professional level. 
Since statistical measures are exact cal- 
culations, they can be audited and verified, 
and can therefore be employed by ac- 
countants and introduced into their re- 
ports without abandoning the profession’s 
standards of accuracy and consistency in 
measuring business results. 

The accurate method in computing 
cost-volume relationships is certainly pref- 
erable in the following cases: 

(a) When numerous instances of a re- 
lationship are measured, such as the rela- 
tion of expense to volume for various 
departments, burden centers and expense 
accounts, and for different periods of 
time. Comparisons are inevitable, and ap- 
proximating devices do not yield com- 
parable measures. Moreover, calculation 
with a computing machine is quicker than 
rough devices when the operation is 
repetitive, and does not require nearly as 
much review and questioning of results. 

(b) When different parties with differ- . 
ent interests are concerned with the rela- 
tionship. For example, if the operating 
department draws one line and the 
financial department another for the same 
actual relationship of past expense to 
volume, confidence in the basis of both the 
operating standards and the financial 
budget is undermined at the start. The 
past performance is a single fact, even 
though budgets based upon it for financial 
and for operating purposes may differ. 

(c) When a known purpose is compari- 
son of relationships. If two different plants, 
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departments or burden centers with differ- 
ing schemes of operation are to be com- 
pared in regard to variable expense rate 
or differential cost, an accurate measure- 
ment of their cost-volume relationships is 
obviously indicated. 

(d) When financial decisions are to be 
influenced by the relationships. Differ- 
ential costs, an important factor in many 
such decisions, cannot be estimated real- 
istically unless based on the cost-volume 
relationships actually experienced. Con- 
sistent, comparable measures of differ- 
ential costs are plainly required. Moreover, 
the size of past deviations or departures 
from the true average differential cost is a 
vital element in most of such decisions. 
A correct measure of these deviations 
depends on the correctness of the average 
differential cost. 


SAMPLING MEASURES 


After index numbers and measurement 
of relationship, some knowledge of the 
statistical technique of sampling would be 
helpful to the accountant. Problems where 
sampling applies, and where the data 
needed come from the accountant’s juris- 
diction, arise in every area of management. 
There is a rapidly increasing demand for 
information based on samples from the 
payroll, cost, output, sales and related 
records. These records not only provide the 
data from which to take samples, but also 
the collected experience from which to 
calculate error limits for future samples 
when sampling is the basis of a control. 

Statisticians distinguish between “sim- 
ple sampling” and “small sample’’ pro- 
cedure. Simple sampling covers the prin- 
ciples and the fundamental formulas. 
Small sample technique, which is used 
for some controls, requires prepared tables. 
The rules for taking a sample and the 
formulas for the extent of error to expect, 
in simple sampling, are not hard to grasp, 
and are enough for nearly all of the ac- 
countant’s requirements. 


To illustrate the sort of questions that 
sampling knowledge enables an accountant 
to deal with, suppose that a company 
with some thousands of employes wants 
to consider the cost of establishing a pen- 
sion or retirement plan for them. This is a 
financial management problem, strictly in 
either the comptroller’s or the public 
accounting firm’s realm, because it in- 
volves both a cost estimate and data from 
the payroll records. Suppose the factors 
on which each employe’s pension would be 
based at retirement age are his length of 
service and rate of pay. Is it necessary to 
tabulate the age, length of service already 
attained and rate of pay from the payroll 
cards for every employe in order to com- 
pute a close estimate of the pension plan 
cost? If not, how many are necessary? If 
average age, average length of service, 
and average rate of pay are figured from a 
sample, how much sampling error may 
there be in the cost estimate? How much 
must a proposed sample be increased to 
reduce the error limits from so much to so 
much? 

Sometimes a set of figures from the ac- 
counts should be regarded as a sample, 
even though they are the entire record 
available. This is particularly true if a 
measure based on these figures is being 
given the major weight in making an im- 
portant financial or operating decision, 
and the number of cases covered by the 
record is not many. The sampling error 
may prove relatively large. If it is, and 
the management is made aware of it, the 
decision can sometimes be deferred to seek 
more data. When decision cannot be post- 
poned, management may want to give the 
particular measure less weight, among the 
factors considered, in forming a judgment. 

Data on which cost differences are cal- 
culated to choose between alternatives 
often should receive a test for sample ade- 
quacy. Samples of certain size showing 
results for two different things may be 
satisfactory for decisions if the two are 
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independent questions, but still be in- 
sufficient to indicate a real margin of 
choice between them. One reason for this is 
that the measure of error in the difference 
between two sample results has its own 
distinct formula. Sometimes an accountant 
makes elaborate assessments of overhead 
to the estimated costs of two alternatives, 
when a calculation of the sampling error 
of their difference would be much more to 
the point. 


THE PUBLIC ACCOUNTANT 


Exactness and accuracy are a profes- 
sional requirement in public accounting 
work. Accordingly, the public accountant 
is deterred from rendering many services 
to his clients if he does not know how to 
make statistical calculations by approved 
methods of precision. Statistical analysis 
can extend the scope of the public ac- 
countant in some important fields where 
he now merely nibbles at the edges because 
he lacks the instruments with which to put 
his work on a professional plane. 

The real capital of thousands of busi- 
nesses today, for example, would have 
much better chance for preservation if the 
independent public accountants auditing 
them would merely make some use of price 
index numbers. The managements should 
at least be given a comparison of the 
latest balance sheet with a year previous 
and with the beginning and end of World 
War II, expressed in dollars of present 
value. 

One of the problems clients bring to 
public accountants, according to the 
American Institute of Accountants book- 
let, Public Accounting as a Career, is 
measuring the trend of historical earning 
power in connection with the purchase or 
sale of a business. This is a problem 
definitely calling for statistical measures— 
preferably two of them: (1) A measure of 
the time-trend of earnings, i.e., the tend- 
ency of the annual earnings to increase or 
decrease over the years. Often they in- 


crease at a declining rate, requiring cal- 
culation of a curve. (2) The average earn- 
ings-volume relationship over the years, 
and the extent to which recent years show 
earnings above or below it. 

Another problem brought to public 
accountants in the purchase or sale of a 
business, or of a substantial interest, has 
to do with the price. The public ac- 
countant may be asked if he can deter- 
mine what the price of a business, or of an 
interest in it, would be if based on the 
prices at which the common stocks of in- 
corporated concerns in the same line are 
currently selling in relation to their earn- 
ings and dividends. An average price- 
earnings ratio for such stocks, and an 
average dividend yield, would be no prob- 
lem to compute separately. To calculate an 
average measure of the joint influence of 
earnings per share and dividends per share, 
based on the stock prices of a number of 
companies, however, would require a mul- 
tiple correlation. This sounds difficult, but 
after one has learned to compute the 
straight-line average relationship between 
two variables, it is not hard to learn how 
to extend the calculation to cover the re- 
lationship of one variable to two others. A 
similar problem would be the average 
relationship of price to both earnings and 
book value. 

Public accountants are often engaged to 
prepare and submit figures to be used as 
evidence in law suits. It is valuable for an 
accountant to realize that the worth of 
figures as evidence may be upset, partic- 
ularly when the point to be made de- 
pends on a comparison between two sets 
of figures, by showing that the difference 
between the two sets of figures might be 
merely the result of chance on the basis of 
the number of cases covered. If the ac- 
countant realizes that his own figures 
may be attacked on that score, he can 
avoid being taken by surprise. If he 
realizes that the other side’s figures may 
be vulnerable in that respect, he may be 
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able to throw considerable doubt on their 
worth as evidence. 

While any public accounting firm, 
large or small, will have important uses 
for a certain few statistical techniques, a 
large firm should find it worth while to 
have at least one staff accountant whose 
training in statistical analysis is somewhat 
thorough. 

Most business concerns are wary of 
opening their books and records to anyone 
except the public accounting firm that 
audits them. When a concern calls in a 
statistical consultant on a problem, it 
usually takes executive consideration to 
decide just what data shall be released to 
him. Moreover, the statistical consultant 
does not know what supplementary or 
more detailed figures exist in the com- 
pany’s records; if he is not an accountant, 
he does not know how to designate the 
figures he wants, without involved ex- 
planations, and he is not thoroughly aware 
of their contents and omissions. This is a 
sizable handicap that always impedes his 
progress and sometimes may stall his work 
completely. A public accounting firm has 
substantial advantage in at least two 
ways: (1) It already has the confidence 
of the client that it will not misuse or dis- 
close his data. (2) It often already has the 
data in audit work papers, or else knows 
whether the figures are available in the 
client’s records and just where. 


HOW TO MAKE STATISTICAL ANALYSIS 
ACCESSIBLE TO ACCOUNTANTS 


At present it is not easy for an ac- 
countant already engaged in his working 
career to gain a knowledge of statistical 
techniques. Two things can be suggested, 
however, that would go a long way toward 
giving practicing accountants the neces- 
sary “know-how” in those statistical 
methods of most value to them. One is a 
manual on statistical analysis designed 


and written specifically for accountants, 
The other is some form of joint-committee 
contact with the American Statistical 
Association to promote discussions and 
literature on statistical applications in the 
accounting field. 

The need for a manual on statistical 
methods just for accountants is most im- 
portant. The present texts have few il- 
lustrations or problems that involve ac- 
counting data. Methods for which an 
accountant would have most use are not 
introduced until after several hundred 
pages devoted to methods for which he 
would have very infrequent use. More- 
over, when the present treatises get to the 
methods an accountant would want if he 
recognized them, the explanations are in 
terms of symbols and nomenclature that 
cannot be understood without first study- 
ing the several hundred pages preceding. 

Existing texts create an impression in 
the accountant that statistical measures 
are foreign in nature to those he already 
uses when dealing with irregularly varying 
amounts and quantities. Actually they are 
the same kind—in purpose and in the 
principles governing their applicability 
and interpretation. A statistical manual 
for accountants would illustrate the kin- 
ship of these measures to averages and 
ratios the accountant is accustomed to 
calculating. 

Finally, existing statistical literature 
includes practically no training at all in 
how to express statistical results in familiar 
language. A statistical manual for ac- 
countants would give thoughtful, copious 
attention to ways of doing this. 

If statistical writers do not soon bring 
the implements of statistical procedure to 
accountants, suitably sorted and packaged 
for accountants’ use, accountants may 
have to go get them and do the packaging 
for themselves, or else work in the field of 
business analysis under a serious handicap. 
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THE LEGAL BATTLEFIELD OF INCOME 
TAX ADMINISTRATION* 


James O. EATON 
Assistant Professor, Michigan State College 


ized that an income tax law could 

not be administered in the courts. 
In succeeding years efforts were made as- 
sertedly to take tax administration out of 
the courts. The desirable objective of a tax 
determination that would be expeditious, 
fair, trusted, inexpensive, and readily and 
equally accessible to all, it was widely 
proclaimed, depended on a non-formalistic 
administrative procedure rather than on 
the litigious procedure of the courts. 

Never has any objective so clearly per- 
ceived been so persistently dissipated be- 
cause of alleged legal requirements, which 
now appear inapplicable to tax administra- 
tion. It appears that the objective was of 
lesser importance than was the perpetua- 
tion of a particular legal philosophy. It is 
now apparent that the objective and 
philosophy were indeed incompatible. 

It is no mere coincidence that our suc- 
cessive failures to reach our goal in tax 
administration have been accompanied by 
increasing distrust of the taxing process 
and by tax evasion and avoidance border- 
ing on a national scandal. It is our in- 
sistence on litigation rather than settle- 
ment that has made evasion easier and 
sanctioned avoidance beyond the pale of 
responsible citizenship. 

The author can find no instance among 
the pre-1924 proposals for an independent 
tax tribunal that anticipated a formal 
court, although such has been the outcome 
of our Board of Tax Appeals. Indeed, the 
legislative history of the Board of Tax 


A EARLY as 1923 our tax officials real- 


_* This paper was presented at the annual meeting 
of the American Accounting Association, Boston, Sep- 
tember 8, 1950. 


Appeals shows clearly it must not be a 
formal court, if we are to achieve the kind 
of tax administration we avowed to be 
our goal. 

It was the incompatibility of two func- 
tions of the Commissioner of Internal 
Revenue which gave rise in the first in- 
stance to a need for an independent re- 
appraisal of his assessments. The Com- 
missioner must protect the revenue and 
simultaneously protect the taxpayer 
against the Commissioner’s own func- 
tionary, that is, the Income Tax Unit, 
which is busy protecting the revenue for 
the Commissioner. The double-talk, if 
confusing, is merely descriptive of an 
actual situation. It is this Jekyll-Hyde 
complex of the Commissioner which is the 
root of his potential bias, yet the source of 
the trouble has not been eradicated. And 
in spite of his inevitable bias, he is also the 
moving force in tax determinations. 

When appellate bodies were established 
within the Bureau, they became not ap- 
pellate jurisdictions as expected, but 
rather the veritable hub of determinations 
within the Bureau. This tendency, while 
natural enough, does not offer any protec- 
tion against the Commissioner’s bias. Our 
only effort to establish such a body outside 
the Bureau ended eventually in our 
formalistic Tax Court. 

A very poor job of legal draftsmanship 
of the 1917 tax law required the services 
of our first independent interpretative 
agency. That body was called the ‘‘Excess- 
profits tax advisers” and was constituted 
in 1918 of businessmen, bankers, political 
economists, sociologists, and accountants. 
Its purpose was more interpretative than 
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appellate and it worked with the solicitor 
of Internal Revenue to interpret the law in 
light of business experience.’ 

After several months’ work, the law 
having been interpreted and inscribed in 
regulations, the adviser body was dis- 
banded. Business tax interpretations 
straightaway began their relentless march 
to the courts. 

A second body was formed from the dis- 
banded adviser group supplemented by 
several public accountants and bureau 
personnel. This body was called the 
“Excess Profits Tax Reviewers” but it 
shortly was inevitably assimilated into the 
regular Bureau organization.” 

In early 1919 as an outgrowth of ex- 
periences with the first two expert bodies 
mentioned above, the Advisory Tax Board 
was formed by statutory provision. The 
law provided specifically for the appellate 
function of this board. It was eminently 
successful because the caliber of its mem- 
bers assured its independence of the Com- 
missioner. It had final authority over even 
the Solicitor’s opinions. Its life was 
limited to two years but it too was shortly 
disbanded within several months, because 
the Commissioner believed the Bureau 
“could carry on.” The members of the 
Advisory Tax Board were well qualified. 
They were: Dr. T. S. Adams, Professor of 
Political Economy at Yale University, and 
formerly of the Wisconsin Tax Commis- 
sion; J. E. Sterrett, Certified Public Ac- 
countant, and formerly President of the 
American Institute of Accountants; Stuart 
A. Cramer, Engineer, Contractor, Cotton 
Manufacturer and formerly President of 
the National Association of American 
Cotton Manufacturers; L. F. Speer, for- 
merly Deputy Commissioner of Internal 
Revenue; and Fred T. Field, expert tax 


1U.S. Treasury Department, Annual Report, 1918, 
p. 937. 


2 Ibid., p. 941. 


lawyer and formerly Assistant Attorney 
General of Massachusetts.* 

When the Advisory Tax Board was dis- 
banded, the Commissioner by popular 
demand constituted a body within the 
Bureau in 1919 to instill continued con- 
fidence in the public that determinations 
were after all independent of the Com- 
missioner. This body was called the Com- 
mittee on Appeals and Review. It was 
composed of lawyers and accountants.! 
This was the first attempt to make a truly 
intra-bureau appellate jurisdiction work, 
and as such a jurisdiction it failed. 

During the 1919-1923 period the Bureau 
was frequently investigated by Congress 
partly for alleged bias on the part of the 
Commissioner. A 1923 report of the Tax 
Simplification Board dealing with tax 
administration under the Committee on 
Appeals and Review recommended in 
effect that the Committee be made in fact 
independent of the Commissioner and that 
its proceeding be informal.® There was 
thus planted the idea of a tax appeals 
body. 

As to the composition of a new inde- 
pendent Committee on Appeals and Re- 
view, the report recommended 

“That in each group of three. . . there should 


be at least one lawyer and one accountant of the 
highest caliber obtainable. .. 


Actually the Committee already had such 
a composition under the 1923 organiza- 
tion.’ 

Few could have spoken more authorita- 
tively in 1923 as to the proper concept 
of a tax tribunal than T. S. Adams. As 
president of the National Tax Associa- 


3U. S. Treasury Department, Annual Report, 1919, 
pp. 1105-1106. 

4 Ibid., pp. 1106-1119. 

5 U. S. Congress, House Document 103, December 3, 
1923, 68th Congress, 1923, pp. 4-10. 

[bid., p. 3. 

7 Brewster, Kingman, ‘Procedure and Practice on 
Appeal from the Action of the Income Tax Unit,” 
National Tax Association Bulletin, Vol. 9, 1923, pp- 
35-37. 
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tion he said: 


“ ,. The first requisite of a sound tax is 
certainty and the most obvious truth about the 
federal income tax is that its administration is a 
wholesale job.... It can never be successfully 
handled by the process suited to individual law- 


The National Industrial Conference 
Board stated quite accurately the con- 
sensus regarding a new independent board 
needed to cure the defects of the Committee 
on Appeals and Review: 

“This Board . . . should not have the charac- 
ter of a court with all of its formality and cum- 
bersomeness, but should be a body, the proceed- 
ings of which could be largely informal and which 
could expedite the settlement of cases on appeal. 
The decisions of this Board should not be review- 
able by the Bureau of Internal Revenue... .’”® 


It is of interest to remark here that 
throughout all proposals for the new ap- 
pellate tribunal and also during the Con- 
gressional hearings there was a deliberate 
effort to emulate the English system of tax 
administration. But as it now appears, we 
supposed we could accomplish the English 
administrative results with a litigious 
mechanism. 

The English tax inspector (collector) 
can agree finally with a determination of 
expert independent non-litigious bodies 
but he cannot make that determination as 
is done in America by the Commissioner. 
There is no appeal to the English court 
except on rare questions of law. We have 
yet to constitute such expert, informal tax 
tribunals in America. Until we do so our 
tax determinations will be those of the 
court determinable on the basis of legal- 
isms. 

Did Congress ignore the recommenda- 
_ ® Adams, Thomas S., “Evoletion vs. Revolution in 
Federal Tax Reform,” Proceedings of Sixteenth Na- 
tional Tax Conference, 1923, p. 316. 

* Nationa] Industrial Conference Board, Proposals 
for Changes in Federal Income Tax Administration, 
Special Report No. 27, 1924, pp. 5-6. The U. S. Cham- 
ber of Commerce agreed. (“‘U. S. Chamber of Commerce 
Favors New Court of Tax Appeals,” The National 
Income Tax Magazine, Vol. 1, June, 1923, p. 21.) 


tions for an informal body or did those in 
control merely assume so? It may indeed 
be pertinent to ask whether in 1924 we 
understood the administrative philosophy? 
In any event 

“... The drafts, prepared by the Treasury 
and both committees, declared that the proceed- 
ings of the Board were to be informal, but the 
Senate bill eliminated this provision and sub- 
stituted the requirement that the proceedings 
were to be conducted in accordance with such 
rules of evidence and procedure as the Board 
might prescribe. . . .’”! 


Mr. Hamel, the first chairman of the 
new board and an able public servant re- 
marked: 


‘ 


‘... Obviously . . . Congress decided to leave 
the question of formality of procedure to the 
judgment of the Board.’ 


One might add that inasmuch as the Board 
members were lawyers they proceeded to 
provide for the only interpretative pro- 
cedure they understood, namely, the 
litigious procedure of a court. 

What is of some importance, however, is 
the query of whether or not Congress in- 
tended to ignore the entire legislative 
history of the act which created the 
Board? No one had anticipated a court. A 
court was not required for the existing 
problem, yet a court has _ gradually 
evolved. This does not imply, however, 
that specialized courts are not assets to 
our judiciary. 

Mr. Hamel further substantiated his 
position as follows: 


“|. . The act provides that in any subsequent 


proceeding in court, either by the taxpayer to 
recover the amount paid or by the government to 
collect the amount abated, the finding of the 
board shall be prima facie evidence of the facts 
therein stated: This means that in practice the 
findings of the Board shall have judicial effect.’’” 


10 Brewster, Kingman, “Some Observations Relat- 
ing to the Board of Tax Appeals,”’ The National Income 
Tax Magazine, Vol. 3, 1925, p. 252. 

1! Hamel, Charles D., “The Board of Tax Appeals,” 
Journal of Accountancy, Vol. 38, 1924, p. 331. 

2 Tbid., p. 333. 
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But, it should be added, the same require- 
ment was in both drafts along with the 
provision for informality. Cannot prima 
facie evidence be attributed to findings of 
informal bodies? Indeed it can be and is so 
attributed. However, Mr. Hamel was 
concerned with compiling a formal record 
so that a particular case could be started 
on its way through the appellate ma- 
chinery of the judiciary. This contingency 
does require a formal record. 

That Mr. Hamel was bent on taking 
tax administration into the courts was ap- 
parent from his testimony before a Con- 
gressional committee in 1925. He said: 

“T understood that the Treasury Depart- 
ment’s recommendation was for the creation of 
a board for the purpose of settling these tax cases 
rather than litigating them. Congress in its wis- 
dom thought otherwise, and I believe it was a 
very wise change.’ 

The Treasury Department’s concern in 
1924 over the impending chaos in tax 
administration occasioned by the formali- 
zation of the new Board’s procedure was 
explained by the Solicitor of Internal 
Revenue. He appeared before a special 
Senate Committee in 1924 to ask a very 
pertinent question of the members: How, 
he asked, could the proposed board, which 
was obviously going to be a far more 
formal body and perhaps with fewer mem- 
bers than the old Committee on Appeals 
and Review, which was being discon- 
tinued, hope to do the task that the Com- 
mittee under its highly informal and 
expeditious procedure was unable to do? 

“*.. you are injecting prior to assessment, 
this trial at law, or court procedures, which may, 
as I say, from an administrative standpoint, have 
its defects.” 


3U. S. Congress, H.R., Revenue Revision, 1925, 
Hearings Before the Committee on Ways and Means, 
H. R., Oct. 19, Nov. 3, 69th Congress, 1925, p. 943. 

4 U. S. Congress, Senate, Imvestigation of Bureau of 
Internal Revenue, Hearings Before the Select Commit- 
tee on Investigation of the Bureau of Internal Revenue 
U. S. Senate, 68th Congress, Ist Session, Pursuant to 
S. Res. 168, Part 2, 1924, pp. 245-246. 
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It is of interest to survey the profes- 
sional background of the first membership 
of the Board. The most conversant, in- 
formed, and articulate magazine in the 
tax field in 1924 was The National Income 
Tax Magazine. Even after the law creating 
the Board was passed, the editors of this 
publication never for once doubted that in 
keeping with the proposals leading up to 
the Act the Board’s membership would be 
composed of lawyers and accountants. The 
editors questioned only the logic of placing 
businessmen on the Board: 


 .. . It is obvious,” said an editorial in 1924, 


“that those who sit as arbiters in a hearing should 
be qualified to pass intelligent judgment upon 
the representations made by either side, whether 
involving law or accounting. A well balanced 
representation of lawyers and accountants, there- 
fore, seems to be the logical choice for membership 
on the Board of Tax Appeals, both in the interest 
of the taxpayer and the government.” 


However, in keeping with Mr. Hamel’s 
decision to litigate tax cases rather than 
to settle them, eleven of the original twelve 
members appointed to the Board were 
attorneys. None was a public accountant 
nor a certified public accountant. The non- 
legal member had had no experience 
specifically qualifying him for his position. 
His appointment did certainly provide for 
a ‘‘mixed”’ membership."® 

The Board had scarcely begun to func- 
tion as a court before it was apparent to 
all that it would not solve the problems 
out of which the need for it arose. The 
controversy between those wanting an 
administrative solution and those desiring 
a litigious solution continued for some 
years. Those favoring the latter solution 
won out and the present state of our tax 
administration is the result. 

The argument waxed over the juris- 


15 Editorial Review, “Representation on the Board 
of Tax Appeals,” The National Income Tax Magazine, 
Vol. 2, 1924, p. 280. 

6 “Board of Tax Appeals Prepares for Early Hear- 
ings—Rules Issued,” The 1 National Income Tax Maga- 
zine, Vol. 2, 1924, pp. 247-251. 
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prudential concepts of uniform precedents 
and uniform decisions. It was a signal de- 
ficiency in the argument of those desiring 
an administrative solution that they did 
not understand the significance of those 
concepts. Such concepts are not peculiar 
to the litigious process. Any interpretation, 
those of business tax interpretations in- 
cluded, must concern itself with uniformity 
and consistency. It does not follow that 
stare decisis and formal legalisms of evi- 
dential and procedural rules along with 
centralized review can alone produce 
those results. The formulated knowledge 
of a non-legal discipline, applied by those 
trained and experienced in its concepts 
and objectives, supplies those directive 
and controlling forces thought by some to 
be peculiar to litigation. Surely the biologi- 
cal diagnosis by a doctor is guided by 
these objectives as indeed is the applica- 
tion of accounting principles to business 
interpretative problems. 

Mr. Ivins, one time member of the 
Board, linked the necessity for formal 
procedure and uniform precedent as fol- 
lows: 


“ 


. . when you get thousands of cases formal 
procedure is much more expeditious . . . it makes 
possible the establishment of precedents, and a 
precedent, established, which is published and 
known, will eliminate similar controversies.’”!” 


On this matter of judicially engendered 
precedent, Mr. Alverson, an attorney, said 
in 1926: 


‘ 


‘... there is slight hope, in my opinion, that 
the decisions already made by the Board will 
have any appreciable effect on the number of new 
petitions filed, notwithstanding the statement, oft 
repeated and sometimes, I believe, even referred 
to by members of the Board that its decisions will 
form a ‘body’ of law and precedents which may 
serve as a guide and thus prevent future con- 
troversies which might otherwise arise. I think 
the fallacy in this belief, if indeed anyone seri- 
ously holds it, will be disclosed by a cursory 


_™ U.S. Congress, H.R., Revenue Revision, 1925, op. 
p. 910. 
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glance at the opinions already rendered by the 
Board. For the most part they treat of facts pe- 
culiar to the individual cases and are thus of no 
assistance whatever in other cases. .. .””!8 


Seventeen years later the Supreme 
Court of the United States (Justice Jack- 
son) said in the Dobson case (320 U. S. 
489, 64 S.C.T. 239, 31 AFTR 773): 


... ‘After thirty years of income-tax history 
the volume of tax litigation necessary merely for 
statutory interpretation would seem due to sub- 
side. That it shows no sign of diminution suggests 
that many decisions have no value as precedents 
because they determine only fact questions pe- 
culiar to particular cases.’ ’”!® 


It is readily demonstrated that a doc- 
trinaire belief in a forthcoming body 
of uniform precedent no longer exists in our 
tax administrative philosophy, yet formal 
procedural requirements still persist long 
after their original justification has dis- 
appeared. It is now their alleged similarity 
which still feeds the legal grist mill. 

The requirement of a centralized review 
of decisions in tax cases was even longer 
lived that was uniform precedent, although 
it too is but one side of the two-sided coin 
of litigious procedure. 

When testifying before a congressional 
committee against increasing the produc- 
tive capacity (membership) of the Board, 
a spokesman for the American Bar As- 
sociation said: 


«|. . Of course, if we could have 100 mem- 


bers, who could clear this work up faster, that 
would be fine. But the minute you go over a mini- 
mum number you lose what, to our minds, is 
the chief function of this board, and that is the 
issuance of well-considered, uniform, consistent 
opinions. ... 

“So therefore, the advantage of a greater pro- 
duction which would lie in a greater number of 
members is offset by the fact that you would lose 
the quality of the production.’ 


18 Alverson, Lyle T., “Has the Board of Tax Ap- 
peals Failed,” The National Income Tax Magazine, 
Vol. 4, 1926, p. 339. 

19 Goldberg, Louis S., “A Plague on Both Their 
Houses: The Accountant-Lawyer Difference Over Tax 
Practice,” The Journal of Accountancy, Vol. 84, 1947, 
p. 192. 
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The position on the need for centralized 
review persisted until tax administration 
was on the brink of collapse. The year 
1927 was an eventful one in tax admin- 
istration. We started once again the never- 
ceasing circle-riding from administrative 
efforts to litigious procedure and back 
again. 

In late 1926 Mr. Hamel conceded that 
perhaps after all not all decisions need be 
centrally reviewed. Said he: 

“.. It is probably safe to say that at least 
80 per cent of the cases involve questions of fact 
which can be heard and considered in the first 
instance by a single member as well as by sev- 
eral.” 

In 1927 the American Bar Association 
made a far-reaching concession. It recom- 
mended that perhaps an elaborate finding 
of fact and an opinion was not necessary 
in all cases. It also believed that the 
decision of the one-member divisions 
should be the decision of the Board. The 
Bar concluded as to a central review by 
full board membership as follows: 

“« .. This practice is in our opinion a princi- 
pal cause of this present congestion of the Board’s 
docket.” 


One may conclude that there is an implied 
admission that the original argument for a 
formal procedure has lost much of its 
substance. 

The current procedure of the Board 
(now called the Tax Court) permits one- 
member hearing divisions. Each division 
is largely a self-contained unit; not only 
the judges but also the assistants function 
as hearing commissioners. Full member- 
ship review is instituted only when the 
presiding judge believes it necessary. How- 


20 U. S. Congress, H.R. Revenue Revisions, 1925, op. 
cit., p. 883. 

21 “The Congestion of Tax Cases Before the Board 
of Tax Appeals,” The National Income Tax Magazine, 
Vol. 4, 1926, p. 306. 

2 “Appeal Procedure Changes Proposed by Ameri- 
can Bar Association Tax Committee,” The National 
Income Tax Magazine, Vol. 5, 1927, p. 293. 
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ever, formal records are compiled, al. 
though only a few of the decisions are pub- 
lished by the court since few are considered 
of any benefit in future cases.* Apparently 
the main justification for formal proceed- 
ings and a public record is to insure the 
integrity of the determination. 

In 1927 it was fashionable among those 
articulate in litigious procedure to speak 
of the failure of the Board in terms of the 
inability of the Bureau to decide cases ad- 
ministratively. The Bar Association even 
recommended the reconstitution of the 
identical administrative Bureau body 
which had failed and from whose ruins had 
sprung the concept of an informal Board. 
Just why such a body having once failed 
could now succeed in view of the Com- 
missioner’s dual functions was not ex- 
plained. Said the Bar: 


‘ 


‘... Certainly the Bureau must realize, as 
it doubtlessly does, that the adjustment of taxes 
is primarily an administrative function and can- 
not be delegated to the Tax Board or any other 
court. In essence what is needed is a committee or 
group, which will have the power, and will dare 
to exercise it, to settle tax cases from the stand- 
point of administrative expediency, without un- 
due emphasis on delicate points of law... .”™ 


The most momentous occurrence in 
1927 in tax administration was a special 
report called the “Survey of the Ad- 
ministration of Income and Excess-Profits 
Taxes” undertaken by the Joint Commit- 
tee on Internal Revenue Taxation. In 
substance the report completely repudi- 
ated the judiciary or litigious solution to 
income tax administration. 

The salient conclusions and 
mendations were 


recom- 


1. Tax questions cannot be settled on the 


% See: Administrative Procedure in Government 
Agencies; Senate Document No. 10, 77th Cong., Ist 
Sess., 1941, pp. 80-82 and Practical Aspects of Federal 
Taxation, The Federal Bar Association, Washington, 
D. C. The Bureau of National Affairs, 1946, pp. 6-8. 

* Tbid., p. 305. 

%U. S. Treasury Dept., Annual Report of The 
Secretary of The Treasury on the State of the Finances, 
1927, pp. 55-64. 
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basis of precise mathematical accuracy, or 
with pure logic. They should be solved by 
administrative action within the bureau on 
the basis of the best judgment of com- 
petent officials. The questions involved are 
administrative because by their nature it is 
impossible to predict how a court will de- 
cide them. 

2. The taxpayer and his attorney are not 
blameless. If the government is to, change 
its attitude, then the taxpayer and his at- 
torney must change theirs. They must be 
willing to settle on a mutually fair basis, a 
full presentation of facts must be made to 
the Bureau rather than withheld until the 
case comes to the Board. 

. The Bureau admitted that its employees 
had not taken their full responsibilities for 
decisions, but that this was due partly to 
the inability to retain competent personnel. 
The result had been a successive shifting of 
responsibility. 

4. The delay between the Bureau’s decision 
and the final decision of the Board pre- 
vents the decision from becoming a prece- 
dent for the action of the Bureau upon 
similar points. To protect the government in 
doubtful cases, the Bureau simply held 
against the taxpayer and forced him into 
court, or forced him to pay, if he chose not 
to litigate. The Bureau cannot tie up cases 
awaiting final decisions of the Board on 
unsettled points. 

. Unless some method is found for closing 
cases within the Bureau, the congestion 
before the Board will increase. 

6. The field of income tax administration has 

been turned into a legal battlefield. 

7. To settle tax cases administratively re- 
quires the use of sound discretion by the 
most experienced, trained, and competent 
men. 


wn 


It was from this investigation which 
came our slogan to “take tax administra- 
tion out of the courts,” and “away from 
litigation; back to administration.” 

However ill-expressed may have been 
the propositions underlying the needs out 
of which arose the concept of the Board of 
Tax Appeals in 1924, manifestly they were 
identical with those expressed by the 1927 
report above. Yet we chose to litigate 
rather than to settle tax cases. 

As a result of the 1927 investigation our 
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officials resolved to do away with legalisms 
in tax interpretations. They sought coun- 
sel about non-litigious procedures, and 
then promptly started once more to re- 
travel the route of legalisms, albeit an 
improved route, which had not, indeed, 
could not, take us to our asserted objec- 
tive. 

It would be wrong to say that no one 
knew the causes of our difficulty. Ob- 
viously the report of the Joint Committee 
stated the causes admirably. However, 
few seemed willing to suggest openly the 
only solution and that is to take fax in- 
terpretations as well as tax administration 
out of the courts. One extrication is im- 
possible without the other. 

It is clear from the record that Justice 
Jackson in the Dobson case was guided 
by a desire to grant finality over account- 
ing questions to the Tax Court, because he 
presumed it to be more expert than was 
the Supreme Court with business prob- 
lems. We, however, traditionally speak of 
judicial ignorance of business as tax 
“anomalies.” The concept of an expert 
body of professional business interpreters 
was definitely acknowledged in the Dob- 
son decision. It was discouraging to some 
to discover that one prime objective of the 
1946 Administrative Procedure Act was to 
eradicate the effect of Justice Jackson’s 
legal heresy. The overall implications of 
this particular facet of my subject are 
beyond the scope of this paper.” 

Dr. T. S. Adams, perennial adviser to 
the Treasury Department and Congress on 
taxation, did perceive the one solution. 
“Away with legalisms” was his watch- 
word. Speaking specifically about con- 
gestion before the Board, he said in 1927: 


% For further study see: Federal Administrative Pro- 
cedure Act and Administrative Agencies, Proceedings, 
New York University School of Law Institute, Vol. 
VII, 1947, Dickinson, John, at pp. 548 and 582-583 
and Miller, C. A., at pp. 308-309. See also Haines, 
Charles Grove, The American Political Science Review, 
Vol. 34, 1940, p. 13. 
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“This situation, in my opinion, is largely (but 
not wholly) the product of a misplaced and 
legalistic ideal which led our administrative au- 
thorities to pattern their work on the model of 
American court procedure. They have assumed, 
almost unconsciously, that there is in each tax 
case a precisely determinable legal liability, and 
that every disputed point to be decided rightly, 
must be finally decided by the Supreme Court of 
the United States. In all this we are worshipping 
false gods... 


Speaking of our litigious administration, 
Undersecretary of the Treasury, Ogden L. 
Mills (he later was Secretary of the 
Treasury) uttered a common misconcep- 
tion about lawyers. He said: 

“ .. it is neither my purpose nor desire to 
promote or encourage the more active interest of 
lawyers as a class in income tax matters. Quite 
the contrary, from my standpoint, lawyers who 
like litigation—those representing the govern- 
ment as well as those representing tax-payers— 
have had altogether too much to do with the 
income tax, from the very outset.” 


Mr. Mills was stressing the importance of 
a spirit of cooperation rather than the 
combative spirit of litigation between the 
government and taxpayer. Mr. Mills con- 
tinued: 

“T do not want to convey the impression that 
what we are undertaking is something revolu- 
tionary ...we are simply seeking to establish 
the administration of the Income Tax on the 
very definite basis on which it should have rested 
from the start, on the very basis on which every 
tax which has ever been imposed or collected in 
this or any other modern country has rested.’® 


In defense of the lawyers it should be 
added that only lawyers are trained to 
implement the tax interpretative mecha- 
nism of a court. Such mechanism is 
predicated on advocating parties at in- 
terest bent on prejudicing or influencing 
the judge’s mind. The object is to win; to 

27 Adams, T. S. (Yale: President of the American 
Economics Association), “Ideals and Idealism in Taxa- 
tion,” The Economic Review, Vol. 18, (3/1920), p. 6. 

% Mills, Ogden L., “The Administration of the 
Federal Income Tax, The National Tax Association 


Bulletin, Vol. 14, March 1929, p. 40. 
Tbid., p. 172. 


obscure; to delay; and to hinder. In es- 
sence each participant is a combatant. To 
expect a cooperative feeling there jis 
naive. Such a litigious solution extends 
down from the Supreme Court, through 
the appellate courts, the district courts 
and Tax Court, into the Technical Staff 
proceedings by way of the attorneys, and 
inevitably into the Bureau. 

Said Mr. Miller, a former Solicitor of 
Internal Revenue: 

“The Commissioner’s task is to reach without 
litigation the result the court would reach.... 
A law which did not require such assistance (of 
lawyers) would be better than the one we have; 
but under the one now in force, the lawyer is a 
necessity.””° 

One must recognize too that any tax 
practitioner is generally forced to follow 
the path of biased advocacy. Accounting 
tax practitioners often find themselves 
practicing like lawyers, that is, in un- 
swerving concern only for the client’s in- 
terest. This position is antagonistic to the 
traditionally independent position of pub- 
lic accountants in non-tax situations. 
There are notable exceptions, of course, 
but in general our legalistic tax procedure 
brings into action not an independent 
opinion on the part of a public accountant 
but rather one which is most advantageous 
to the client. The objective is winning and 
not that of properly interpreting business. 
This is a necessary result of the interpreta- 
tion being dependent upon the litigious 
judiciary process rather than upon the 
judgment of professional, experienced, in- 
dependent, informal adjudicating agencies 
acting on a full disclosure of information. 

Until such time as finality of authority 
is placed in an informal expert judicial 
body from which appeal may not be made, 
except on broad legal questions, to the 
litigious judiciary interpretative process, 


%*® Miller, Robert N., “Federal Tax Administration 
under the Act of 1924,” The National Income Tas 
Magazine, Vol. 2, 1924, p. 231. 
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we will not have the efficient, expeditious, 
inexpensive, trusted, readily accessible 
taxing machinery we have so long sought 
with great cause and concern. That is our 
predicament. Cannot the issues be squarely 
met and the decision made to cope with 
the problem that exists? 

In 1935 Mr. Robert H. Jackson as as- 
sistant General Counsel, Bureau of In- 
ternal Revenue (later to become Justice 
of the Supreme Court and author of the 
Dobson opinion placing finality of author- 
ity over accounting questions with the 
Tax Court) was most explicit as to why 
there was no cooperative government- 
taxpayer spirit. He cited several old cases 
which established the doctrine that the 
court expects reasonableness from neither 
the government nor the taxpayer. 

“The tendency of such declaration has been 
to justify a formal and technical relationship 
between the citizen and the sovereignty that 
would not be tolerated between two citizens, and 
to permit a rule of formalism to avoid tax obliga- 
tions that would not be permitted to avoid the 
obligations of a private contract.’ 

Mr. Jackson concluded with the most 
vitally important contribution to the 
analysis of our tax administrative troubles 
of which there are legion. 

“Our tax administration is legalistic rather 
than realistic or economic. . . .”™ 
Simplicity is essential, if citizens must 
compute their own tax. 

“If simplicity and freedom from technicality 
is to be accomplished, it must be, however, at 
the expense of divorcing our tax system entirely 
from our legal and judicial system. So long as tax 
problems must be strained through the judicial 
sieve they will be shaped by the legal mind. The 
possibility of court review makes it to the advan- 
tage of the taxpayer to employ counsel to assert 
even the most extreme of legalistic positions, and 
the government combats the position with the 
same kind of tools.’”™ 

1 Jackson, Robert H., “Equity in the Administra- 
tion of Federal Taxes,” The Tax Magazine, Vol. 13, 
1935, p. 641. 


® Ibid., p. 613 
3 Tbid., pp. 643, 644. 
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For fear that some taxpayers too fre- 
quently feel personal animosity toward the 
Commissioner, it should be added in his 
defense that he is pretty much a prisoner 
of legalisms. Said Mr. Jackson in this re- 
spect in 1935: 


“The long wait for final court action is re- 
sponsible for maladministration. A statute is 
passed, a question raised. Often the Supreme 
Court will not hear it unless and until there is 
a conflict of decision in Circuit Courts. Mean- 
while, we guess at what the law will be, but we 
do not trust our guess. The Bureau always has 
many cases in the morgue waiting for settlement 
by the courts of some underlying question. And 
pending decision you may be shocked to know 
that we sometimes take both positions. That is, 
we take opposite sides of the same question, 
whichever will be to the advantage of the revenue. 
I was shocked at the apparent dishonesty of that 
policy when it first came to my attention. But 
I can find no way to avoid it. If we guess wrong, 
and a lot of cases expire by limitation, our position 
would be indefensible. Also, both sides of the 
same question are being taken by taxpayers who 
are under no duty to be consistent with each 
other.......°™ 


The excellence of the English tax ad- 
ministration is directly attributable to its 
having always been divorced from the 
judicial sieve and anchored securely to the 
administrative philosophy through final 
authority being placed with informal ex- 
pert bodies and through permitting ex- 
perienced business interpreters in the 
main to arrive at the tax base (net in- 
come). Dr. Adams said to a congressional 
committee which had been referring fre- 
quently to the English success with in- 
formal procedure and the delegation of 
wide discretionary authority: 


“... There is not any possible question of 


doubt that the British administration of the in- 
come tax is superior to our own. Nobody who has 
looked into it, I think, will disagree with that 
conclusion.’ 


The 1926 act provided for a direct re- 
Ibid., p. 644. 

U.S. Congress, H.R., Revenue Revision, 1925, op. 
cit., p. 940. 
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view of the Board’s decisions by the Cir- 
cuit Court of Appeals, and the argument 
for formal procedure before the Board 
took on new weight. The die was irrevo- 
cably cast. The numerous judicial “de- 
ficiencies” were at last in the process of 
being “corrected.” In view of the “de- 
ficiencies’”’ which have been “corrected” 
since 1924, one may question if Congress 
knew what a Court is, if it really “‘in- 
tended” the Board to be a court. The 
current proposal is to make the Tax Court 
part of the judiciary. The law still de- 
scribes the Tax Court as an independent 
agency within the executive department, 
which indeed is a judiciary “deficiency.” 

As mentioned earlier, the Special Ad- 
visory Committee was formed in 1927 to 
do what its prototype, the Committee on 
Appeals and Review, could not do and 
from whose failure the idea of the Board of 
Tax Appeals came. The Advisory Com- 
mittee strived mightily, but it failed too. 
Its failure was due mainly to four factors: 
(1) It soon became not an appellate 
jurisdiction but the predominant deter- 
mining body; (2) It was forced to inter- 
pret as a Court would; (3) Accordingly its 
procedure became quasi-litigious; (4) And 
the Commissioner as a potential litigant 
was still responsible for protecting the 
revenue. In 1931 the Bar criticized the 
Advisory Committee it had sponsored to 
the effect that it was becoming just 
another bureaucratic body requiring even 
more proof than the Board of Tax Appeals 
required. Jt was losing its independence to 
the rest of the Bureau.® 

The Advisory Committee evolved 
gradually into the Technical Staff of today 
with its companion legal adjunct from the 
Chief Counsel’s office, which incidentally 
is not of the Commissioner’s office, but 
rather indirectly of the office of the At- 
torney General. 


%* Washington Tax Talk, The Tax Magasine, Vol. 
9, 1931, p. 336. 


The Commissioner’s arm of the Techni- 
cal Staff organization represents his ap- 
pellate jurisdiction, his “revenue protec- 
tor’ arm being the Income Tax Unit with 
its local revenue agents as of old. The sham 
still persists that the Commissioner is dis- 
charging independently the two inhar- 
monious responsibilities of protecting the 
revenue and the taxpayer and to be doing 
so as a potential litigant. 

One can freely admit that the procedure 
of the Technical Staff is an improvement 
in litigious procedure without expecting 
administrative results from that procedure. 

It is of particular interest to note that 
the Commissioner’s representatives on the 
Technical Staff are called conferees or 
“appliers” of tax law. They are thought 
of as “accountants” although at least half 
of them are lawyers. The Chief Counsel’s 
representatives are called “‘attorneys” and 
their task is partly to interpret the law for 
the “accountants” to apply. The attorneys 
will also try a case once it comes to formal 
litigation. 

The conferees still possess predominant 
authority over the attorneys in negotiating 
a non-docketed case and must be con- 
sulted if an attorney attempts to settle a 
docketed case without formal trial. It is 
at this point that the litigious force asserts 
itself to level once again the pinnacles of 
any administrative achievement. The Bar 
wishes to give the “interpreters,” that is, 
the litigating branch of the Technical 
Staff full authority over docketed cases 
plus a voice in the settlement of non- 
docketed cases because, so goes the Bar’s 
argument, the non-docketed case may be 
eventually litigated.*” 

Mr. Cann concluded: 


. we will continue to be a litigating na- 
tion, for, after all, that is our American plan of 
life so far as taxes are concerned.’’** 


7 Cann, Norman D., “Phases of Tax Administra- 
tion,” Proceedings of New York University, Fifth 
Annual Institute on Federal Taxation, 1946, pp. 143- 
156. 

38 Tbid., p. 156. 


life 
tio 
car 
co 
init 
thi 
me! 
tio 
inte 
anc 
can 
cau 
192 
Int 
out 
quo 

in 
por 
Rev 
note 
an 
far 
of 
bat 
whi 
eve 
ent 
me! 
gov 
em] 
on 
Bur 

tow 
As 
stre 
ver 
mo 
ing 
i Ur 
Jou 


Income Tax Administration 


One might well question why is our 
life so planned? If the Bar’s recommenda- 
tions presented above by Mr. Cann are 
carried out, tax administration will be- 
come more litigious even including the 
initial contact with the taxpayer. Surely 
this will not lead to administrative settle- 
ment of tax cases. How is tax administra- 
tion to be taken out of the courts, when 
interpretations are forced to reflect more 
and more a court’s interpretation which 
can never be known short of litigation? 

That we were compounding failure, the 
causes Of which had been stated in the 
1927 report by the Joint Committee of 
Internal Revenue Taxation, was pointed 
out again in 1948 by the same committee 
quoting in part from its 1927 report. It is 
apparent that little progress has occurred 
in two decades. The 1948 Report stated: 

“In 1927 the Secretary of the Treasury, re- 
porting to the Joint Committee on Internal 
Revenue Taxation on income-tax administration, 
noted that: ‘The collection of revenue is primarily 
an administrative and not a judicial problem. As 
far as the federal income-tax is concerned, a field 
of administration has been turned into a legal 
battlefield.’ 

“The legalistic approach to tax administration 
which was the cause of concern 20 years ago is 
even more evident today. ... 

“Finally your Committee commends a differ- 
ent point of view toward the goal of tax enforce- 
ment than that which appears to prevail in the 
government generally. There is too great an 
emphasis on ‘protecting the revenue,’ too little 
on protecting the taxpayer. ... 

Bureau leans in varying degrees away from an 
objective determination of correct tax liability 
toward the so-called productive activities. . 
As taxpayers find enforcement activity a one-way 
street they rationalize progressively lower levels 
of tax compliance. This trend must be re- 
versed. .. 

That the ever increasing trend toward 
more legalisms and higher cost of combat- 
ing them is making American citizens a 

Official Decisions and Releases, “Advisory Group 
Urges Changes in Bureau of Internal Revenue,” 
Journal of Accountancy, Vol. 85, 1948, pp. 504-505. 


381 


nation of tax liars is further attested in an 
August 1949 Saturday Evening Post edi- 
torial supporting a proposed informal tax 
settlement board. That editorial concluded 
in effect: 

The fact that only one of every two hundred 
assessed deficiencies are taken to the Tax Court 
does not mean that taxpayers are satisfied with 
the Commissioner’s determination. The real ex- 
planation is the taxpayers cannot afford to litigate, 
especially the so-called average taxpayer. 

Tax examiners are out to make their “‘quota” 
and are likely to up the assessment knowing full 
well that cost-wise it is foolish for the taxpayer to 
litigate. The alleged protection of the court is 
meaningless to those taxpayers. The taxpayer, 
thus denied justice, arrogates protective justice 
to himself by understating his income. Con- 
gressmen are reporting growing dissatisfaction 
among their constituency. What is needed is an 
inexpensive administrative, tax-settlement board 
composed of experts, independent of the Bureau 
and Treasury Department, rendering prompt, 
informal decisions. 


There is no greater source of contempt on 
the part of the multitude of average tax- 
payers than to be forced to pay a deficiency 
assessment of say twenty-five dollars, not 
because the Bureau may be wrong but 
rather because the taxpayer cannot afford 
to avail himself of the potentially long and 
confusing appellate procedure to get an 
independent and final determination. He 
feels that he too could disprove the Com- 
missioner’s contentions if he were provided 
the same consideration as the larger tax- 
payers, who can and will enter the costly 
and protracted appellate procedure. The 
answer, however, is not to provide such 
litigious procedure free of charge to all 
taxpayers. The answer is to discontinue 
the labyrinth of procedure and to provide 
for a compulsory one level (certainly not 
more than two levels) determination ab- 
solutely independent of the Commissioner 

Ninety-five percent of taxpayers in 1942 reported 
less than $5,000 net income: Magill, Rowell, The Im- 
— Taxes. Columbia University Press, 1943, 


“ Editorial, The Saturday Evening Post, August 27, 
1949, p. 10. 
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and his public duty of protecting the 
revenue as a potential litigant. 

Opposed to this suggestion of preventing 
wholesale appeal to the courts most cer- 
tainly will be the contention that every 
taxpayer is entitled to his day in court. 
When carried to its logical consequence 
this perplexing bit of reasoning holds that 
although the chaos in tax administration 
is largely attributable to its litigious court 
procedure somehow we as taxpayers are, 
nevertheless, “entitled” to that court pro- 
cedure. Many are beginning to question 
the substance of such doctrinaire argu- 
ments. A fundamental reexamination as 
to the proper depth and scope of judiciary 
control over tax interpretations in the 
manner of Justice Jackson is certainly in- 
dicated. Those who are again proposing an 
informal tax settlement board, as was done 
in 1924, are in a manner questioning the 
present type of judiciary control over 
business interpretative problems. If pres- 
ent efforts fail, as did those of 1924, it 
will most certainly be because the in- 
terpretative procedure will have come to 
rest again on legalisms rather than on non- 
legal professionalism. 

Actually the present procedure is deny- 
ing the vast majority of taxpayers equal 
justice under our tax laws. It is ridiculous 
to contend that all those average tax- 
payers would object to proposed changes 
in our tax procedure. In this period of 
national crisis when every citizen is called 
upon to subordinate what heretofore have 
been considered “rights” and to assume 
some responsibilities, it is ridiculous to 
contend that a tax determination by trial 
is a natural right, when it has always been 
inaccessible to the majority of taxpayers. 

The suggestion of a final independent 
determination very near the initial con- 
tact with all taxpayers violates the vestiges 
of a common law philosophy against the 
delegation of final authority to any body 
or‘group outside formal court proceedings, 


The Administrative Procedure Act of 
1946 was aimed directly at denying such 
final authority to administrative bodies, 
Indeed the Board of Tax Appeals in its 
Tax Court status as a litigious body was 
an avowed model for other “administra- 
tive” bodies under that 1946 act. The 
Procedure Act was also aimed directly at 
Justice Jackson’s Dobson rule which pro- 
posed to grant final authority over tax 
accounting questions to the Tax Court. 
And a year or so later, the Administrative 
Practitioners Bill was proposed as supple- 
mentary to the Procedure Act of 1946. The 
idea was to limit practice to those un- 
skilled in litigious procedure, and indeed 
only those skilled in a litigious process 
should participate in it. The conflict, how- 
ever, is between administrative procedure 
and litigious procedure and not over who 
is qualified to participate in a formal court 
proceeding. Courts belong to lawyers, ad- 
mittedly, but a forum for business inter- 
pretations does not. 

It is litigious procedure which must pre- 
vail just so long as our government is in 
the custody of those trained in legalisms. 
This is no criticism against persons or 
professions. It is an obvious inescapable 
conclusion. Members of the Bar are our 
official representatives in government. It 
is their philosophy, rather than any as- 
serted contours of governmental form, 
which has fashioned our governing process. 
Unlike in any other country in the world, 
it is assumed here that law is synonymous 
with lawyer, justice with judiciary, and 
litigation with interpretation and admin- 
istration. 

This is not the place to consider political 
scientific theories. It is, however, most in- 
teresting to note the concern currently 
displayed over the deficiencies of legal 
education.” Lawyers will continue as our 


# See, for example: Brown, Esther Lucille, Lawyers 
and the Promotion of Justice, New York, Russell Sage 
Foundation, 1938. 
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representatives. Businessmen and other 
professional men traditionally do not 
respond to the call to public service in 
government during normal times. It fol- 
lows, then, that the education of our legal 
profession is of tremendous concern to all 
citizens. 

Obviously no single person, be he lawyer 
or otherwise, can become an expert in all 
fields of endeavor. But he can be educated 
as to the basic philosophies of professions 
other than his own. Strictly speaking law 
is form more than subject, which is to say 
lawyers are artisans, not architects. He 
can, however, be taught the capabilities 
of other disciplines. He can become an 
intelligent accounting client, for example, 
so that whether in public practice or gov- 
ernment service he will be content to con- 
sult accountants on accounting questions. 

Accountants are currently being af- 
forded an opportunity to partake in 
properly informing the legal student. Law 
schools are reorienting their curricula in- 
cluding the addition of accounting and 
business subjects. It is felt that we as 
academic accountants are missing our 
great opportunity to further a fundamental 
solution to the so-called lawyer-accountant 
controversy over tax practice as well as to 
contribute to the success of future efforts 
toward an informal tax settlement board. 
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It is surmised that although we are 
being given an opportunity to contribute 
to better law curricula in being asked to 
instruct future lawyers in accounting, we 
are too often merely offering courses in 
elementary bookkeeping. Is our objective 
to make lawyers into routine bookkeepers 
or is it that of acquainting them with the 
existence of a profession on a par with 
their own? I submit it is the latter, not the 
first. Our independence of parties at in- 
terest must be emphasized, because it is so 
foreign to the law practitioner, yet most 
harmonious with the concept of independ- 
ent expert agencies. A semester or so of 
bookkeeping will convince the law student 
only that we are not a profession but 
rather skilled clerks. We will appear not as 
interpreters of business problems requiring 
the exercise of informed judgment drawn 
from wide experience, but as useful people 
“when figures are involved.” 

Just as accountants are taught to be in- 
telligent law clients through their courses 
in commercial law (taught incidentally by 
lawyers rather than by accountants), so 
must lawyers be taught to be intelligent 
accounting clients through proper ac- 
counting courses. No less is adequate for 
the purpose at hand; no more is possible 
in view of the limited capacity of the 
average individual. 
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EXCESS PROFITS TAX MINUS ITS 
TECHNICALITIES 


GrorGE R. DONNELL 
George R. Donnell and Associates 


HE FOLLOWING explanation of the 
| Excess Profits Tax Act of 1950 is 
being given in reply to the basic 
questions which are now asked by cor- 
porate management. It is purposely writ- 
ten in the layman’s language, i.e., it is 
almost entirely free of technical terms in 
the hope that its understanding by non- 
technically trained readers may render it 
useful to the practicing accountant who 
may wish to pass it on to his clients. 

These basic questions being asked daily 
relate in great measure to the numerous 
corporations which will be free from excess 
profits tax under the 1950 act. However, 
management needs an understandable ex- 
planation of why a corporation must file 
an excess profits tax return even though it 
has no such tax to pay. It needs to know 
what keeps the corporation free of such 
tax, and how high its current earnings can 
climb before incurring a liability. 

Primarily, these comments are for the 
management whose corporation’s net in- 
come will not exceed $25,000.00 a year. 
Then, for those of greater net income there 
is an explanation of the tax rates for in- 
come, surtax, and excess profits tax pur- 
poses, as well as the over-all limitations. 
Readers of this article who are concerned 
with corporations that have had earnings 
in excess of $30,000.00 in any one of the 
four years 1946, 1947, 1948, and 1949, or 
who have combined equity and borrowed 
capital in excess of $200,000.00, should 
look to the “fringe on top” and should 
expect to be properly guided by reference 
to more technical and detailed information. 

Three basic methods are prescribed for 
computing the amount of net income 
which is free from excess profits tax. The 


first of these, used in this article, is the 
statutory exemption of $25,000.00, the 
second is based on a record of earnings for 
the years 1946, 1947, 1948, and 1949, and 
the third is based on invested capital, in- 
cluding some borrowed capital. 

The excess profits credit based on record 
of earnings and the excess profits credit, 
based on invested capital are so fraught 
with variations applicable to different cir- 
cumstances as to require individual treat- 
ment according to the individual case, and 
cannot within reason be attempted in an 
article of the limited length herein under- 
taken. Consequently, the following de- 
scription applies to the multifarious small 
corporations whose incomes in the base 
period 1946, 1947, 1948, and 1949 did not 
exceed $30,000.00 a year and whose equity 
and borrowed capital does not exceed 
$200,000.00. If such corporations come in- 
to the advantageous position of having 
current net income considerably in excess 
of the $25,000.00, then their officers may 
have some guidance from this article, but 
should rely on tax advice patterned to fit 
the actual circumstances, using the infor- 
mation herein contained for approxima- 
tions only. 

First, let us establish a concept that is 
subject to practical application, but not 
necessarily a technically correct definition, 
of net income. Let’s consider net income 
to be the excess of revenue over expense, 
and disregard long term capital gains or 
losses, net operating loss deductions, re- 
computations due to installment. sales 
treatment, and the many other fringe 
items which are vague on the layman’s net 
income concept. 

For 1950 and subsequent years, this net 
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income of corporations is subject to three 
federal taxes, the normal tax, the surtax, 
and the excess profits tax. 

The normal tax is applied to all of the 
net income; the surtax is applied to all 
the net income except the first $25,000.00; 
the excess profits tax is applied to all 
the net income which is in excess of the 
excess profits credit. Simple, isn’t it? Well, 
maybe it is, if we know what is meant by 
the excess profits credit. It is the greater 
of these three items: 

1. $25,000.00. 

2. 85% of the average net income of the 
three best years 1946, 1947, 1948, and 
1949, or 

3. 12% of invested and borrowed capi- 
tal. 

So, before we can compute the excess 
profits tax, we must find out which of the 
three items provides the greatest credit. 
As to the second item, if the average net 
income of the highest of any three of those 
four years 1946 to 1949 equals or exceeds 
$30,000.00, then the 85% will exceed 
$25,000.00, and this article will not lead 
to a proper understanding. In other words, 
the fringes must be explored and this is not 
a discourse on the fringes. 

Similarly, if the invested capital plus the 
borrowed capital exceeds $200,000.00, the 
third item probably exceeds $25,000.00, 
and again the fringe must be explored. 

So for this purpose we are limited to 
those corporations which did not have 
average earnings of $30,000.00 in three of 
the years 1946 to 1949, and which do not 
have capital and loans in excess of 
$200,000.00. A severe limitation? Not at 
all; probably 80% of all corporations do 
not fall within this limitation. 

Let’s compute the tax, using $25,000.00 
as a supposed net income and 1950 rates: 


1950 Tax on $25,000.00: 


Normal Tax: 

23% on $25,000.00, or 
Surtax: 
17% on excess over $25,000.00, or. 
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Excess Profits Tax: 
15% on excess over $25,000.00, or. --Q-- 
Total 1950 tax on $25,000.00.......... $ 5,750.00 


Here is the result if we suppose a net 
income of $50,000.00: 


1950 Tax on $50,000.00: 


Normal] Tax: 
23% on $50,000.00, or............ $§ 11,500.00 
Surtax on excess over $25,000.00: 


17% on $25,000.00, or _—=s«............ 4,250.00 
Excess Profits Tax on excess over ex- 
cess profits credit of $25,000.00: 
15% on $25,000.00, or 3,750.00 
Total tax on $50,000.00 ............ $ 19,050.00 


In 1950, it cost $13,750.00 ($19,500 less 
$5,750) of added tax to earn the second 
$25,000.00 of net income. 

Now, for illustration of another point, 
let’s take a far-fetched example, but per- 
haps not too far-fetched at that, and sup- 
pose a 1950 net income of $150,000.00 
(quite a growth from a 1946-1949 average 
less than $30,000!) : 


1950 Tax on $150,000.00: 


Normal Tax: 
23% of $150,000.00, or........... $ 39,000.00 
Surtax on excess over $25,000.00: 


17% on $125,000.00, or _—........... 21,250.00 
Excess Profits Tax on excess over ex- 

cess profits credit: 

15% on $125,000.00, or _........... 18,750.00 


Total computed tax on $150,000.00... $ 79,000.00 


But this exceeds a 52% over-all limita- 
tion so that the total tax is recom- 
puted at 52% of $150,000.00, or...... $ 78,000.00 


In greater incomes, this limitation re- 
duces the total tax in greater proportion. 

But 1951 rates are greater, so let’s see 
what the 1951 rates do to the same net 
incomes: 


1951 Tax on $25,000.00: 


Surtax at 22% on —OQ—............ —0— 
Excess Profits Tax at 30% on —O—. —0— 
Total 1951 tax on $25,000.00....... $ 6,250.00 


Note: This is only $500.00 more than for 1950, but: 
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1951 Tax on $50,000.00: 


Normal Tax at 25%... $ 12,500.00 
Surtax at 22% on $25,000.......... 5,500.00 
Excess Profits Tax at 30% on $25,000. 7,500.00 
Total tax on $50,000.00............ $ 25,500.00 


It cost $19,250 ($25,500 less $6,250) of 
taxes to earn the second $25,000.00. In 
1951, the over-all limit is 62% (instead of 
52% in 1950) so the over-all effective rate 
of 51% as computed above ($25,500 on 
$50,000) does not yet approach the over- 
all limitation of 62% for 1951. 


1951 Tax on $150,000.00: 


Normal Tax at 25%............... $ 37,500.00 

Surtax at 22% on $125,000......... 27,500.00 

Excess Profits Tax at 30% on $125,000 37,500.00 

Total computed tax on $150,000..... $102,500.00 
But this does exceed a 62% over-all 

limitation so the total tax is recom- 

puted at 62% of $150,000, or....... $ 93,000.00 


Now, to compare the totals for the two 
years, we find the taxes are: 


P-rich 1950 1951 

$ 25,000.00 $ 5,750.00 $ 6,250.00 
50,000.00 19, 500.00 , 500.00 
100,000.00 48 , 500.00 64,000.00 
150,000.00 78,000.00 93,000.00 


It is a long jump from $50,000.00 to 
$150,000.00 of net income, so we put in 
the taxes on $100,000.00 for comparative 
purposes, but the details of computation 
are unnecessary here. 

Two problems remain: the manner of 
computation for a short period falling 
entirely within either 1950 or 1951 and 
the computation for a full fiscal year or a 
shorter period beginning in 1950 and end- 
ing in 1951. 

In the event of a short period beginning 
and ending in the same calendar year, the 
rates of that year are used, but the net 
income must first be put on an annual 
basis, the tax computed and then reduced 
to the proportion the short period bears 
to a full year. This annualization may not 


be done on a basis of months or weeks, 
but of days. For example, if a corporation’s 
fiscal period was of only seventy-three days’ 
duration, then 365/73 of its net income js 
used as a basis of tentative tax computa- 
tion, and of the result, only 73/365 is 
the actual tax liability. 

As to a full fiscal year begun in 1950 and 
ended in 1951, the tax is computed sepa- 
rately as if for each full year, and then ap- 
plied in proportion as the number of days 
falling within the year bears to 365. For 
example: Net Income of $50,000.00 for 
fiscal year April 1, 1950 to March 31, 1951: 


Tax at 1950 rates on $50,000.00........ $19 , 500.00 
Days April 1 to December 31.......... 275 
Fractional Application: 275/365 of 

Tax at 1951 rates on $50,000.00........ $25 , 500.00 
Days Jan. 1 to March 
Fractional Application: 90/365 of 

6,260.27 
Computed liability for stated fiscal year.. $20,952.32 


Obviously, any over-all limitation would 
be computed at the annualized income 
stage. 

“Finis” should not be written without 
stating again that, while the data above 
probably will fit 80% of all corporations, 
it should not be used blindly, and if used 
by corporations having 1946 to 1949 earn- 
ings in excess of $30,000.00 for any year, 
or by corporations having either capital 
or net worth plus borrowed capital in 
excess of $200,000.00, the results are quite 
likely to be misleading. Such corporations 
should receive tax advice based on their 
specific circumstances and calculated to 
explore to the best advantage all the relief 
provisions of the Excess Profits Tax Act of 
1950. This statement does not mean that 
corporations which fit the pattern herein 
ascribed to probably 80% of them, need 
not seek such advice. The computation of 
any excess profits tax is not a task for the 
layman. It is a responsibility that should 
be placed only in the hands of responsible 
and competent tax advisers. 
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CAPITAL AND REVENUE EXPEND- 
ITURES FOR FEDERAL INCOME 
TAX PURPOSES* 


James E. LoRDEMAN, JR. 
Assistant Professor, Pennsylvania State College 


HILE NO uniform method of ac- 

W counting is prescribed by the Bu- 

reau of Internal Revenue for 
Federal Income Tax purposes, the Regu- 
lations! do require the following: (1) that 
inventories be taken and used in the com- 
putation of net income in all cases where 
the production, purchase, or sale of mer- 
chandise is an income-producing factor; 
(2) that expenditures must be properly 
classified as between capital and expense; 
and (3) that expenditures (other than ordi- 
nary repairs) made to restore or prolong 
the life of a depreciable capital asset should 
be charged to the asset account or against 
the appropriate reserve and not to current 
expense. 

This discussion is limited to require- 
ments (2) and (3), namely: distinguishing 
between capital and revenue expenditures, 
and differentiating between ordinary re- 
pairs on the one hand, and extraordinary 
repairs, replacements, improvements, and 
additions, on the other. 


GENERAL DISTINCTION BETWEEN 
CAPITAL AND REVENUE 
EXPENDITURES 


The income tax law recognizes a differ- 
ence between capital and revenue expendi- 
tures. Revenue expenditures, or expenses, 
are incurred in earning revenue or income, 
and they represent a proper deduction in 
determining net income. Capital expendi- 
tures, general speaking, represent outlays 


* This paper was presented at the annual meeting 
of the American Accounting Association, Boston, Sep- 
tember 8, 1950. 

1 Regs. 111, Sec. 29.41-3. 


expended for assets of a permanent na- 
ture, such as land, buildings, and machin- 
ery, which (assets) benefit more than one 
taxable year. 


WHAT Is “‘CosT’’ OF LAND 
AND BUILDINGS 


The cost of acquiring property, as well 
as the payment of liabilities assumed upon 
acquisition (of the property) are capital 
expenditures. In the case of land, the ac- 
quisition costs include expenditures for 
broker’s fees, commissions, surveying, title 
fees, the net cost of removing old buildings 
from the lots on which they were located at 
time of purchase, and the cost of acquiring 
the right to redeem property purchased at 
tax sale. The cost of acquiring buildings 
includes expenditures for excavation, 
architect fees, and payments to induce 
tenants to vacate. 

The cost of the land may not be re- 
covered through depreciation, but the cost 
of land improvements, even though not 
represented by physical structures, as well 
as the cost of the buildings, are recoverable 
through periodical allowances for depreci- 
ation. 

Expenditures for land improvements for 
which recovery through depreciation al- 
lowances has been permitted include the 
following: expenditures for slag and grad- 
ing and building up swamp land to make 
a level race track, and for roads and park- 
ing space for patrons; cost of grading and 
gravelling of a private road so as to pro- 
vide customers with access to a store and 
warehouse; cost of a tunnel constructed 
under a public road between two business 
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buildings used by the taxpayer; cost of 
plank road and filling in and grading of 
swamp land on which a new lumber yard 
was constructed.” 


REPAIRS AND REPLACEMENTS 


The subject of additions, betterments, 
expansion and improvements, repairs, and 
replacements of the property, always leads 
to interesting, though sometimes confus- 
ing, discussion. It seems that there is no 
express provision in the Code referring to 
repairs as such, but the general provisions 
are covered in Sec. 23 (a) (which refers to 
business and nonbusiness expenses) and 
are restricted by Sec. 24 (a) (2) and (3) 
(relating to capital expenditures). 

The regulations® refer to incidental re- 
pairs as being deductible and to “repairs 
in the nature of replacements” as nonde- 
ductible. However, at times it is difficult 
to distinguish between repairs and replace- 
ments, or between repairs and other 
changes in property which are usually 
capitalized, such as alterations, improve- 
ments, additions and extensions. The 
Illinois Merchants Trust Company case,‘ 
important for distinguishing between re- 
pairs and replacements, states that “‘it is 
necessary to bear in mind the purpose for 
which the expenditure was made.” The 
case further explains the distinction as fol- 
lows: “To repair is to restore to a sound 
state or to mend, while a replacement con- 
notes a substitution. A repair is an expendi- 
ture for the purpose of keeping the prop- 
erty in an ordinarily efficient operating 
condition. It does not add to the value of 
the property, nor does it appreciably pro- 
long its life. It merely keeps the property 
in an operating condition over its probable 
useful life for the uses for which it was ac- 
quired. Expenditures for that purpose are 


2 78F. (2d) 292, 16 AFTR 380. 

3 Reg. 111, Sec. 29-23 (a)-4. 

‘Tilinois Merchants Trust Co., Executor, 4 BTA 
103. 
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distinguishable from those for replace. 
ments, alterations, improvements or addi- 
tions which prolong the life of the prop- 
erty, increase its value, or make it adapt- 
able to a different use. The one is a mainte- 
nance charge, while the others are addi- 
tions to capital investments which should 
not be applied against current earnings.” 

In Buckland v. U:S.,° expenditures 
amounting to 35% of the value of the 
building were incurred to place it in good 
condition. The expenditures were made 
only sixteen months after purchase of the 
building and were considered necessary to 
mend the leaky walls and roof. Eighty 
percent of the total cost of the repairs 
was expended for labor and twenty per- 
cent for materials. The deduction was al- 
lowed since only a small amount of the 
total was spent for materials, and because 
the repairs neither prolonged the life of 
the building nor added substantially to its 
value. 

If property is purchased in a dilapidated 
condition, expenditures to rehabilitate and 
improve it are capitalized. However, ordi- 
nary and necessary repairs are not to be 
disallowed solely because they immediate- 
ly follow the acquisition of the property.’ 

On the other hand, the deduction may 
be disallowed even though the value of the 
property is not increased.® 

If repairs and improvements are made 
simultaneously, records must be kept 
segregating the two classes of expenditures. 
In several cases decided by the B.T.A., no 
deduction was allowed for any part of the 
expenditure merely because the taxpayer 
failed to segregate the deductible repairs 
from the nondeductible improvements.’ 

5 Buckland v. U.S. (DC, Conn; 1946), 66 F. Supp. 
OOH. Wilensky & Sons Co., 7 BTA 693. 

7 Osage Steamship Co., Ltd., 3 BTA 141. 

8 A.R.R. 2688, CB Dec. 1923, p. 98; I.T. 1960, CB 
June 1924, p. 204; Edwin Dumble Co., Inc., 9 BTA 591. 

® Modesta Lumber Co., 5 BTA 598; Williamson 
Milling Co., 5 BTA 814; North Street Trust, 6 BTA 


947; Indiana Stove Works, 8 BTA 1008; Evalena M. 
Howard, 9 BTA 865; Lewis A. Coleman, 9 BTA 1386; 
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If repairs and improvements are made 
simultaneously, as is sometimes the case 
under a general plan of rehabilitation, they 
are nondeductible even though the tax- 
payer keeps records which show the exact 
cost of the repairs as distinguished from 
the improvements. For example, in the 
case of I. M. Cowell v. Commissioner”® the 
taxpayer entered a contract for the com- 
plete reconditioning and general improve- 
ment of his hotel building, which work in- 
cluded numerous small items of repair. The 
B.T.A. held that the expenditure for the 
entire contract was a capital investment 
and that no part thereof was deductible 
as expense. 

Although the Commissioner frequently 
disallows expenditures to restore property 
damaged by casualty or accident, the 
Board of Tax Appeals has frequently al- 
lowed the deduction where the expendi- 
tures did not increase the value or pro- 
long the expected life of the property." 
However, where the damage and cost of 
repair were Jarge, the Courts have decided 
that the deduction should be taken for a 
casualty loss and not for a repair. In the 
Hubinger case,” for example, the Court 
claimed that the loss was too large to be 
classified as ordinary expense; fire de- 
stroyed the roof and top floor of the build- 
ing and injured the lower portions. 

Sometimes repairs must be made on a 
taxpayer’s property because of changes in 
adjoining property. These expenditures 
have been allowed in some cases but dis- 
allowed in others. 


Aaron Samuelson, 10 BTA 860; Fred Dodd, 18 BTA 
563; Henry F. Cochrane, 23 BTA 202; Frederick L. 
Conklin, Paragraph 42, 158 P-H Memo BTA. 

0], M. Cowell, et al. 18 BTA 997. 

To the same effect: Federal-American a 
Bank, 9 BTA 1043; Home News Publishing Co., 
BTA. 1008; University National Bank, 21 BTA Ae 
Tovrea Land & Cattle Co., 10 TC 90 (No. 13); C. 
Hunter, Para. 43, 351 P-H Memo TC; affirmed 145 F 
(2d) 237, cert. den. 1-25-45. 

n Illinois Merchants Trust Co., 
several other cases. 

® Hubinger v. Comm. 
4-21-30), aff 13 BTA 960. 


4 BTA 103, and 
(CCA-2; 1929) (cert. den. 
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According to Bulletin ‘F’’,” “Expendi- 
tures by a taxpayer in altering a building 
to conform to a street widening, which 
alteration does not increase the value of 
the building, nor render the building better 
suited for the purpose for which used, 
constitute a business expense for the year 
in which such costs are incurred, deductible 
only in the return of net income for that 
year.” 

However, in Connally Realty Company 
v. Commissioner,“ the Court disallowed 
a deduction for building alterations neces- 
sitated by the fact that the city raised the 
level of the streets. The Court refused the 
deduction (even though the value of the 
building was not increased, and its life 
was not prolonged), claiming the altera- 
tions were not “ordinary” expenses. 

A deduction was allowed for an expendi- 
ture for bracing and strengthening a wall 
to temporarily protect the taxpayer’s 
building due to the erection of a building 
on adjoining property.” But a deduction 
was disallowed for the cost of a new foun- 
dation necessitated by changes in adjoining 
buildings.** The Court based its decision 
in the former case on the fact that the 
bracing of the wall afforded only tem- 
porary protection, while the new founda- 
tion, in the latter instance, resulted in a 
benefit of a permanent nature. 

In still another case concerning repairs 
necessitated by the erection of a building 
on adjoining property, the cost of changing 
windows was held (to be) a capital expend- 
iture.” 

Summarizing the discussion on repairs, 
the difficulty to distinguish between de- 
ductible repairs and those representing 
capital expenditures is obvious. No general 


3 Bulletin “F” (revised January, 1942). 

4 Connally Realty Co. v. Comm. (CCA-5; 1936), 
81 F (2d) 221. 

% 1.T. 2108, C.B. Dec. 1924, p. 93. 

16 Crocker First Nat. Bank of San Fran. v. Comm. 
(CCA-9), 59 F. (2d) 37, aff. 22 BTA 1159. 

T_T. 1960, CB June 1924, p. 204. 
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rule has been laid down concerning repairs 
other than Sec. 23 (a) of the Code as 
limited by Sec. 24 (a) (2) and (3). Each 
individual case turns on its own facts. But 
even though each case is decided on its own 
facts, it still must be based, in each in- 
stance, on whether the expenditure re- 
sulted in an increase in the value or the 
extension of the life of the asset. Thus up- 
on reading through various tax cases, one 
will find that deductions have been al- 
lowed for mending and stopping leaks in 
the walls and roof (even though in one 
case the expenditure amounted to 35% of 
the value of the building),* but disallowed 
for waterproofing of a basement damaged 
by leakage’® and for raising the floor®® and 
rearranging shelves and bins as protection 
against floods. Expenditures for electric 
wiring were allowed in Rose v. Haverty 
Furniture but disallowed in the Ranier 
Grand Co. and in the Lycoming Silk Co. 
cases. 


PAYMENTS FOR PROTECTION OF 
BUSINESS OR PROPERTY 


Sometimes it is necessary for a taxpayer 
to incur expenditures to protect his prop- 
erty or business, his reputation, or his 
goodwill. Amounts may be expended to 
sever a contract that is proving harmful to 
the reputation of the business, or to main- 
tain good relations with customers, or to 
keep others from practicing activities that 
threaten continuance of the taxpayer’s 
business. These expenditures are deducti- 
ble if they do not result in the acquisition 
of an asset of a capital nature. 

It is usually the Commissioner’s conten- 
tion, however, that such expenditures are 
nondeductible either because they are not 
“ordinary” or because they represent pay- 
ments for goodwill. In Welch v. Helver- 


= 18 Buckland v. U.S. (DC, Conn; 1946), 66 F. Supp. 
1® George erg et al., 2 BTA 414. 


20 Black Hardware Co., v. Comm. (CCA-5), 39 F. 
(2d) 461 (cert. den. 10-13-30), aff. 16 BTA 551. 
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ing,” the Supreme Court held that the 
expense need not be “habitual” to be class- 
ified as ordinary. Expenses, such as law- 
suits affecting the safety of the business, 
may be deductible as ordinary because 
such expenses are considered common in 
business practice, even though they may 
occur only once in the lifetime of the indi- 
vidual concern. 

In some cases the payments to protect 
a business or property were held deducti- 
ble, and in others they were disallowed. 

Payment of the city’s obligations made 
by a jockey club to obtain immunity from 
interference by the city authorities with 
the conduct of the business of the club, 
was held deductible.” 

In another instance, a corporate tax- 
payer paid off the debts of its insolvent 
president due its top ranking salesmen in 
order to preserve the loyalty of these em- 
ployees and the goodwill of the company’s 
customers. The deduction was allowed be- 
cause the evidence indicated that failure 
of the corporation to recognize its moral 
obligation would impair the attitude of the 
salesmen and customers toward the com- 
pany.” 

In the case of Carlos W. Munson v. 
Comm.,™ the taxpayer operated a large 
farm and trucking business. Serious labor 
troubles, following the dismissal of em- 
ployees guilty of graft, necessitated the 
engaging of private detectives to guard the 
taxpayer’s property against destruction by 
the former dissatisfied workers. The ex- 
penditures were held deductible as ordi- 
nary and necessary expenses of the peti- 
tioner’s farming business, 

A deduction was disallowed in W. F. 
Young Inc. v. Comm.” for advances to 
insolvent subsidiary bearing the same 

21 Welch v. Helvering (1933), 290 U.S. 111. 

* The Louisiana Jockey Club, 13 BTA 752. 

Dunn & McCarthy, Inc., v. Comm. (CCA-2; 
1943), 139 F. (2d) 242. 

*4 Carlos 18 BTA 232. 


*%W. F. Young, Inc., v. Comm., CCA-1; 1941. 
120 F. (2d) 159, affirming Memo BTA. 
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family name, because the evidence failed 
toestablish that the subsidiary’s bankrupt- 
cy would impair the credit standing or 
reputation of the taxpayer’s business, and 
since it had already been held in Welch v. 
Helvering”* and other cases that the volun- 
tary payments of the obligations of others 
are not deductible as ordinary and neces- 
sary business expenses or losses. 

In A. Giurlani & Bro. v. Comm.”’ the 
petitioner voluntarily discharged the debts 
of an Italian corporation and claimed that 
the expenditures were made to protect its 
source of imported products (olive oil). 
The principal stockholders of the foreign 
corporation were brothers of the stock- 
holders of the petitioner. The Court dis- 
allowed the deduction because the expendi- 
tures were not established as ordinary or 
necessary, nor was it shown by the tax- 
payer why nothing was accepted in con- 
sideration of its payment. 

Thus it can be seen from the cases just 
cited that the main question in considering 
the deductibility of a payment for protec- 
tion of a taxpayer’s business is whether 
the expenditure is “ordinary” and “‘neces- 
sary.” It should also be remembered that 
the Commissioner usually contends that 
the expenditure represents the cost of ac- 
quiring (new) goodwill rather than the 
expense of protecting existing goodwill. 


LEASEHOLDS AND LEASEHOLD 
IMPROVEMENTS 


Heretofore it has been mentioned that 
land improvements and buildings are re- 
coverable through depreciation allowances 
over the periods benefited. The same re- 
covery provisions apply to a lease; the 
taxpayer may recover the cost of a lease- 
hold over the life of the lease. Expendi- 
tures for improvements incurred by the 
lessee should be written off over the life of 


*6 Welch v. Helvering, 1933, 290 U.S. 111. 
77 A, Giurlani & Bro. v. Comm. (CCA-9; 1941), 
119 F, (2d) 852. 
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the improvements or the remaining life 
of the lease, whichever is shorter. For 
example, in City National Bank Building 
Company v. Helvering,”* the taxpayer con- 
tended that it was the owner of a building 
and as such was entitled to allowances for 
depreciation based on the expected life of 
the building (33 years). The Court claimed 
that the taxpayer had no capital invest- 
ment in the building and was considered 
merely as the lessee under a 99-year lease. 
The Court denied the depreciation al- 
lowance, stating that depreciation is never 
allowable unless the capital of the claimant 
taxpayer is invested in the property. The 
taxpayer asked in the alternative, that if 
it were not entitled to a depreciation de- 
duction (based on the 33-year life of the 
building), that it be permitted an amortiz- 
ation allowance on the basis of the 33-year 
life of the building rather than on the 99- 
year term of the lease. The Court denied 
this departure from the Regulations,” 
claiming that the amortization of the en- 
tire leasehold on a 33-year basis would 
enable the taxpayer to fully recover its 
investment by the time the lease had 
expired only one-third of its term. The 
Court further stated that the erection of a 
new building by the lessee at the expiration 
of the first 33 years of the lease would 
result in a leasehold improvement. The 
cost of the new building should be pro- 
rated over (1) the life of the improve- 
ments or (2) the remaining life of the lease, 
whichever is shorter, and an aliquot part 
deducted each year. 

In still another instance the taxpayer 
acquired the unexpired part of a 99-year 
lease when the lease had 94 years and 11 
months to run, and contended that the 
exhaustion of the lease should be based on 
the expected life of the building (30 years) 
and not on the remaining life of the lease 


28 City National Bank Building Co. v. Helveri 
98 F. (2d) 216, 68 App. DC 344, affirming 34 BTA 93 
29 Reg. 111, Sec. 29.23 (a)-10. 


|_| 
he 
S- 
38, 
se 
in 
ay 
]- 
ct 
ti- 
de 
m 
ith 
b, 
ax- 
nt 
in 
ms 
y's 
be- 
ure 
ral 
the 
m- 
Vv. 
irge 
bor 
em- 
the 
the 
ex- 
yrdi- 
eti- 
s to 
ame 
A-2; 


392 


(94 years and 11 months). The Board of 
Tax Appeals upheld the Commissioner in 
stating that the unexpired portion of the 
lease should be the basis in computing a 
reasonable allowance for exhaustion. The 
taxpayer asked in the alternative that 
some portion of the cost of the leasehold 
be allocated to the building and recovered 
over the 30-year life of the building. The 
Board denied this request on the grounds 
that the facts did not establish that com- 
pliance with the Regulations® would result 
in an unreasonable allowance for the ex- 
haustion of the leasehold. 

In depreciating leaseholds, unexercised 
options to renew the lease are usually dis- 
regarded unless the facts show with reason- 
able certainty that the lease will be re- 
newed. This change in the law resulted 
from Treasury Decision 4957, dated De- 
cember 6, 1939, and is now contained in 
the Regulations.” This Treasury Decision 
was not retroactive. 

It was stated previously that the tax- 
payer may recover the cost of a leasehold 
through amortization allowances. But 
what constitutes cost of the lease? The 
cost includes all payments made to obtain 
the lease. Thus, the cost of altering a build- 
ing incident to obtaining a long-term lease 
thereon, represents a capital expenditure, 
even though taxpayer is on the cash basis.* 
The undepreciated cost of buildings re- 
moved in order to obtain a lease repre- 
sents a cost of securing the lease. Young v. 
Comm.* presents a case wherein the land- 
owner removed substantial buildings in 
order to secure a very favorable lease. 
Under the terms of the lease, the lessee was 
to erect a new building on the lessor’s 
premises without a money outlay on the 
part of the lessor, and to have assured the 
lessor a large rental income for a long term 

3° Reg. 77, articles 130 and 201. 

3 Reg. 111, Sec. 29.23 (a)-10. 

2 7.T. 3251, C.B. 1939-1, p. 113. 


33 Young v. Comm. (CCA- 9), - F. (2d) 691 (cert. 
den. 11-7-32), affirming 20 BTA 69. 
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of years. The Court ruled that the adjusted 
value of the buildings removed be treated 
as the cost of securing his lease. 

A payment made by a lessor to cancel 
a lease to enable him to obtain a new lease 
at a higher rental constitutes a capital 
expenditure to be recovered over the un- 
expired term of the old lease. The amount 
paid by the lessor to obtain the cancella- 
tion of lease represents the cost of acquir- 
ing the right to possession before the lease 
has run its course. For example, in Henry 
B. Miller v. Comm., the taxpayer paid the 
lessee $10,000 to procure a cancellation of 
a lease which had six years to run. The 
new lease stipulated a monthly rental of 
$475.00, as compared to the old lease 
which had a monthly rental of $65.00. The 
Board upheld the Commissioner in stating 
that the $10,000.00 cost of cancellation was 
to be prorated over the six years (the un- 
expired term) and one-sixth deducted each 
year. 

Although the lessor’s payment to obtain 
cancellation of a lease must be deducted 
over the unexpired term of the lease, the 
expenditure of the lessee for a cancellation 
of a lease is deductible in full in the year 
the lease is cancelled.* 


VOLUNTARY REMOVAL OF BUILDINGS 


It has already been stated that if a 
taxpayer purchases improved real estate, 
removes the old structures and erects a 
new edifice, the cost of razing the old 
buildings constitutes a part of the cost of 
the land. 

But there are instances where a taxpayer 
purchases a building, uses it in his business, 
and then removes it in order to erect a 
new structure on the premises. In such 


* Denholm and McKay, 2 BTA 444; OD 974, CB 
Dec., 1921, p. 129; Alexander J. Cassatt, et al., 47 BTA 
400, affirmed (CCA-3; 1943), 137 F. (2d) 745; Hall and 
Ruckel, Inc., paragraph 42, 627 P-H Memo TC; 
e Ludwig Baumann & Co., "Brooklyn, paragraph 43, 
253 P-H Memo TC (petition for review dismissed 
(CCA-2) 10-21-43. 
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cases should the undepreciated cost of the 
old edifice and the cost of removing the 
old structures be deducted as a loss, or 
should they be considered a part of the 
cost of the new building? In some cases of 
this type, the cost of demolishing the 
old buildings was allowed as a loss de- 
duction,® but in other instances the demo- 
lition cost was held nondeductible on the 
grounds that it constituted a part of the 
cost of the new building.*® What is the 
deciding factor? 

In the earlier instances, the case fre- 
quently turned on whether the taxpayer, 
at the time of acquiring the old buildings, 
intended to remove the structures to erect 
a new edifice. For example, in a case where 
a taxpayer purchased buildings, made ex- 
tensive improvements on them, and four 
years later removed the structures to 
erect a new edifice, a deduction was al- 
lowed for the undepreciated cost of the 
buildings demolished. The B.T.A. allowed 
the deduction because it felt that it was 
not the intention of the taxpayer at the 
time of acquisition to replace the old build- 
ings.*” In rendering this decision, the Board 
cited Union Bed & Spring Co. v. Commis- 
sioner,** which case, decided in 1930 by 
the Seventh Circuit Court of Appeals, 
expressly stated that “the true test . . . is 
the intention of the taxpayer.’”’ This case 
presented the situation where the tax- 
payer, subsequent to the date of acquisi- 


%$.R. 17, CB Dec. 1924, p. 112; C. C. Watson, e¢ al., 
15 BTA 422; Louis Pizitz Dry Goods Co., 22 BTA 161; 
Hotel McAllister, Inc. v. U.S. (DC, Fla.; 1933), 3 F. 
Supp. 533; I.T. 3311, CB 1939-2, page 206, overruling 
0.D. 77 3, CB June 1921, p. 164; Wearley v. U.S. 
(DC, Ohio; 1943), 32 AFTR 1761. 

*1.T, 1911, CB June 1924, p. 147; J. B. Davidson, 
2 BTA 1203; L. R. Eakin, 4 BTA 146; Milwaukee 
Woven Wire Works, 16 BTA 75; Mark L. Gerstle e¢ 
al., 33 BTA 830, affirmed without discussion of this 
point (CCA-9; 1938), 95 F. (2d) 587, and 97 F. (2d) 
Emmett J. McCarthy, para. 43, 245 P-H Memo 


4 


hs Louis Pizitz Dry Goods Co. v. Comm., 22 BTA 


% Union Bed & Spring Co. v. Comm. (CCA-7; 
1930), 39 F. (2d) 383, reversing 9 BTA 352. 
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tion, decided to replace the four walls of 
its building. The Court allowed a loss de- 
duction. 

However, in a later case, Commissioner 
v. Appleby’s Estate,®* decided in 1941 by 
the second circuit (CCA), the Court stated 
that even though the voluntary demolition 
was pursuant to a plan adopted after the 
property was acquired, there was no de- 
ductible loss. This case stated the following 
rule: “If a building is demolished because 
unsuitable for further use, the transaction 
with respect to the building is closed and 
the taxpayer may take his loss; but if the 
purpose of demolition is to make way for 
the erection of a new structure, the result 
is merely to substitute a more valuable 
asset for the less valuable, and the loss 
from demolition may reasonably be con- 
sidered as part of the cost of the new asset 
and to be depreciated during its life, as 
is a broker’s commission for negotiating a 
lease.”’ 

And in the Henry Phipps case,*° decided 
in 1945, the taxpayer purchased improved 
real estate and several years later re- 
replaced the old structures. The Tax Court 
cited the Appleby case in allowing the tax- 
payer to depreciate the adjusted basis of 
the old structures over the life of the new 
building. However, the Commissioner filed 
his nonacquiescence in 1946,‘ 

Thus it can be seen that the Courts and 
the B.T.A. in their earlier decisions claimed 
that the taxpayer’s intent at the time of 
purchase of the property determined 
whether the undepreciated cost of the old 
building could be deducted as a loss. How- 
ever, the more recent decisions handed 
down in the Appleby and Henry Phipps 
cases have demonstrated that a loss may 
be disallowed even though the taxpayer’s 


3?Comm. v. Appleby’s Est. (CCA-2; 1941), aff. 
41 BTA 18. 


«0 Henry Phipps Est., 5 TC 964 (NA, CB 1946-2, 
6) 


aed Phipps Est., 5 TC 964 (NA, CB 1946-2, 
p. 6). 
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plan to raze and rebuild was formed after 
the property was purchased. 

The cost of demolishing buildings con- 
sidered no longer to be adaptable for the 
purpose for which acquired, has been held 
deductible as a loss.® Also, a loss has been 
allowed for the cost of demolition and 
alteration required by, or incidental to, the 
taxpayer’s business.* 

And in cases where demolition became 
necessary or advisable due to some out- 
side factor (such as competition, proposed 
government construction and condemna- 
tion, or the city’s plan to widen the street), 
the undepreciated cost of the old structures 
and the cost of removal were held deducti- 
ble as losses.“ 


SUMMARY 


In conclusion, the following general 
principles may be drawn from the study 
of cases and rulings surveyed in this paper: 


#T.T. 1820, CB Dec. 1923, p. 126; Commercial 
Furniture Co., 8 BTA 71; The Winter Garden, Inc., 
10 BTA 71; Parma Co., 18 BTA 429; Dayton Co. v. 
Comm. (CCA-8; 1937), 90 F. (2d) 767, Ct. D. 1279, 
CB 1937-2, p. 266, affirming par. 35, 250 P-H Memo 
BTA; George S. Gaylor, e¢ al., 3 TC 281, affirmed with- 
out discussion of this point (CCA-9; 1946) 153 F. 
(2d) 408; Work Clothing Corp., paragraph 49, 126 
P-H Memo TC. 

The First National Bank of Evanston, Wyo., 1 
BTA 9; Burnside Steel Co., 3 BTA 20; Steinbach Co., 
3 BTA 348; First Nat. Bank of Goodland, Kan., 5 
BTA 1174. 

“ Southern Amusement Co., Inc., 14 BTA 300, aff. 
w/o opinion (CCA-4; 1932) 59 F. (2d) 1075; Ingle v. 
Gage (DC, NY; 1931), 52 F. (2d) 738; Hartford- 
Courant Co. v. Smith (DC, Conn; 1942). 


1. Costs of acquiring property, includ- 
ing payments of liabilities assumed upon 
acquisition, constitute capital expendi- 
tures. 

2. Repairs should be capitalized if they 
increase the value of an asset, prolong its 
life, or make it adaptable to a different 
use. Otherwise, they represent proper de- 
ductions from gross income. 

3. Expenditures made to protect the 
taxpayer’s business or property are gener- 
ally held to be deductible provided they 
do not result in the acquisition of an asset 
of a capital nature. However, the Commis- 
sioner usually contends that such expendi- 
tures are nondeductible either because they 
are not “ordinary” or because they repre- 
sent payments for goodwill. 

4. Lump sum investments in leaseholds 
may be amortized over the life of the 
lease. Leasehold improvements, on the 
other hand, are recoverable over the life of 
the improvement or the term of the lease, 
whichever is shorter. 

5. In the earlier decisions regarding the 
deductibility of the cost of demolition as a 
loss, the intention of the taxpayer at the 
date of acquisition of the property was the 
determining factor. However, more recent 
decisions have shown that capitalization 
is in order where the demolition is merely 
one step in an uncompleted transaction 
which calls for the substitution of a more 
valuable asset for one of lesser value. 
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ONE APPROACH TO THE PROBLEM 


OF COMMUNICATING ACCOUNT- 
ING INFORMATION 


E. THOMAS 
Assistant Professor, University of Illinois 


CCOUNTING is a fruitless effort un- 
A less the results are made known to 
those who are concerned about the 
operation for which the accounting has 
been made. The transmission of the infor- 
mation accumulated and condensed in the 
ledger accounts has always been a prob- 
lem. Decision must be made as to the basic 
types of information to be included in the 
reports, the extent of the detail or conden- 
sation of the information, the classification 
of the information, the form and arrange- 
ment of the information in reports, and 
the terminology to be used. Of course, the 
decisions will be based mainly upon con- 
siderations of the information to be trans- 
mitted and the knowledge and compre- 
hension of the reader. Factors determining 
the contents of the accounting report are 
the information which is needed or desired 
by the reader of the report, and the limita- 
tions which are imposed by the very nature 
of accounting. In the area of reports for 
management the problem probably will 
never be completely solved because the 
needs of management for information are 
as dynamic as the enterprise, and the limi- 
tations of accounting change with the in- 
troduction of new accounting techniques 
and mechanical devices. In the area of 
reports to the public, there is agreement 
among accountants about the general type 
of information to be incorporated in the 
reports, though there should be a continual 
review of this area also, for our society is a 
dynamic one and the needs of the public 
may change. Furthermore, the introduc- 
tion of new techniques may make it pos- 
sible to supply the public with information 


which it has needed but which, heretofore, 
could not be supplied. 

The ability of the reader of the account- 
ing report to comprehend the information 
in it is the subject of consideration here. In 
the past it was assumed that the reader 
was as proficient in accounting matters as 
the accountant who prepared the reports 
and, thus, if the reports contained informa- 
tion in sufficient detail, the report was 
considered adequate. This attitude is prop- 
er for the preparation of reports which 
will go to persons who have a good under- 
standing of accounting methods, such as 
business managers, credit managers, bank- 
ers, and investment analysts. However, 
recently, particularly in the past five years, 
public interest in corporate affairs as re- 
vealed in the financial reports has increased 
considerably. Two factors leading to this ° 
phenomena are the tying of their wage 
demands by some unions to the volume of 
profits, and the insistence of some poli- 
ticians that profits are so large that wages 
can be increased without increases in the 
selling price of the product. Many of the 
points raised in connection with these two 
matters have revealed a great lack of 
understanding of the accounting reports 
and their limitations. This, coupled with 
such factors as management’s concern 
about the heavy tax burden, and the possi- 
bility of greater governmental control of 
business, has led management to consider 
financial reports from a public relations 
standpoint. 

Since the general public is not well 
grounded in accounting matters, the ac- 
countant is faced with the task of making 
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the reports intelligible. This is difficult as 
the accountant uses so many words in a 
technical sense which are already in gener- 
al usage with various shades of meaning. 
The layman, when he sees a report in which 
familiar terms are used, will quite natural- 
ly believe that he understands the report. 
The accountant, then, must somehow con- 
vey to the layman the fact that terms such 
as reserves, surplus, and cost of sales, have 
a technical meaning which may be at 
considerable variance with his impression 
of their meaning. One method of doing 
this is to define the terms, either as adden- 
dum to the report or as a substitute for 
the term in the report itself (as substitut- 
ing for “‘accounts payable” the phrase “‘the 
amount to be paid creditors for materials 
and supplies provided’). Some have sug- 
gested that since space limits the extent 
to which definitions can be substituted for 
words and the layman will remain confi- 
dent of the applicability of his own defini- 
tion and not refer to the addendum, the 
accountants should coin new words for the 
commonly misinterpreted account titles 
and captions with the result that the report 
would be to a large extent unintelligible 
unless the reader referred to the correct 
definition. The semantic attack, though 
difficult, is essential to the final satisfac- 
tory solution of the problem of making 
reports comprehensible. 

A variation of the above approach to 
making statements more intelligible is to 
use pictures, charts, and diagrams to sup- 
plement or as a substitute for the technical 
terms. Pictures of the various assets may 
be placed on the balance sheet; bars repre- 
senting the total income may be segmen- 
tized to show the various expenses and the 
net profit; the profit retained in the busi- 
ness, paid to stockholders, and paid to the 
government in the form of income taxes 
may be illustrated by a pie chart; and 
trends in income, expenses and profits may 
be shown by charts. There is almost an 
endless variety of ways to visually repre- 


sent pertinent financial information about 
the company though care should be taken 
to avoid forms of representation so simple 
that the reader may be offended by the 
implication that he could not otherwise 
understand the subject matter. 

The clarification of accounting termi- 
nology is highly desirable and work in this 
area should be continued. However, to 
give the layman an understanding of the 
financial reports, the accounting profession 
must pursue a more fundamental course 
which is that of educating the layman in 
the “‘mysteries” which underlie the finan- 
cial reports. This raises the questions as 
to what channels are to be used for the edu- 
cative process and of what the education 
shall consist. These two factors are inter- 
related for clearly the availability of vari- 
ous channels depends to some extent upon 
the type and quantity of educative ma- 
terials to be carried. If the educative proc- 
ess is short and simple, it would seem to be 
possible to use the same channels for edu- 
cation that are used for the distribution of 
the financial reports. Indeed, the distribu- 
tion of the educative materials and the 
reports should be simultaneous and inte- 
grated in so far as possible for this has the 
advantage of providing at least some of 
the answers at the very time that the 
interest of the reader has been motivated 
by difficulties encountered in reading and 
understanding the reports. It is the belief 
of the writer that for a large proportion 
of the readers of the reports, the span of 
interest in the problems presented by the 
reports is very short and will not sustain 
the effort required to obtain booklets from 
libraries or professional groups and to 
study them. 

The prime medium for such educational 
matter could be the president’s report 
accompanying the financial reports which 
would reach the investors, union officials, 
and other interested parties. Employees 
may be informed of the financial standing 
of the company through distribution of the 
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annual reports, reports in the house organ, 
ot talks by executives, and possible inves- 
tors may be reached by printing the 
material in pamphlets to be inserted in the 
prospectus issued by the brokerage houses. 

If the channels described above are to 
be used the educational material must be 
brief, effective, and of a type which may 
be integrated with the presentation of the 
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D1AGRAM No. 1 


reports themselves. Such a requirement 
may seem an impossibility to one who 
thinks of an accounting education as con- 
sisting of a knowledge of ledger accounts, 
debits and credits, trial balances, journals, 
work sheets, and other techniques. How- 
ever, a familiarity with such accounting 
tools and procedures is not at all necessary 
to an understanding of the accounting 
fundamentals upon which the accounting 
reports are based. There are, no doubt, 
many ways of explaining the accounting 
fundamentals in a simple and forceful man- 
ner. One approach which the author has 
used successfully in the class rooms and 
in short courses and which would seem to 
be quite adaptable to the use under con- 
sideration will be described. 

This approach makes use of diagrams 
as well as of words to convey the meaning. 
In fact, it may be said that the words are 
hung on the framework of the diagrams. 
The first diagram represents the business 
entity in the economic world in constant, 
but perhaps shifting, contact with. other 
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business and governmental entities such 
as suppliers of the properties of the busi- 
ness, customers, competitors, subsidiary or 
other related enterprises, and regulatory 
or taxing units of the government. The ac- 
countants’ concept of the business entity 
can be explained and an opportunity to tie 
in this explanation with the financial re- 
ports may be present if the statements of a 
parent and subsidiaries have been con- 
solidated (or if the accountant did not 
consolidate interrelated companies). 
Diagram no. 2 can be introduced by 
noting that the business entity is initially 
only a legal being, or a conception of the 
entrepreneur, without any property for 
operation. The business unit must obtain 
property from other units of the economy 
which may be jointly designated as prop- 
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D1acRAM No. 2 


erty suppliers, and this act of acquisition 
causes the management of the unit to 
become a custodian. As it is the duty of 
the management to operate the enterprise, 
it can not guard the properties by protect- 
ing them in the state in which they were 
received but must interchange them and 
convert them from one form to another. 
This requires that the records of the prop- 
erty be kept in terms of a common unit, 
such as a dollar. Furthermore, the property 
suppliers may not be able to withdraw 
their property in the exact form in which 
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they dedicated it, and thus their rights to 
withdraw the property must be stated in 
the same common unit as the property 
itself. The diagram shows that each prop- 
erty acquisition (solid lines) from a prop- 
erty supplier is classified and recorded in 
two ways, (one) to record the type of 
property, and (two) to record the source 
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No. 3 


from which the property was obtained and 
provide information to establish the right 
to withdraw property at some future time. 
Similarly, if any property is withdrawn by 
one of the suppliers (an example indicated 
by the dotted line) there is a two-way 
classification for a recording of the type of 
property withdrawn and the cupplier who 
has made the withdrawal. Thus, at any 
time a listing of the types of property and 
a listing of the sources from which that 
total amount of property has been ob- 
tained will be equal and if presented to- 
gether in a statement is called a balance 
sheet. 

Property is obtained from another 


source, namely customers, usually in the 
form of cash and accounts receivable. The 
properties received by the business unit 
are in exchange for properties surrendered 
to the customers (either by transferring 
property such as merchandise, by utilizing 
properties in the process of rendering serv- 
ices to customers, or by utilizing assets in 
providing a readiness to serve customers). 
See diagram no. 3. In the interchange of 
properties with customers there is almost 
certain to be an increment or decrement in 
the total of the properties of the business. 
If there is an increment, the source of it 
is called profit and the right to withdraw 
property equal to that amount is trans- 
ferred to the property suppliers in accord- 
ance with their legal relationship. If there 
is a decrement, a loss is recognized which 
acts to reduce the amount which can be 
withdrawn by the various property sup- 
pliers. 

It is generally impracticable, if not im- 
possible, to measure the increment or dec- 
rement for each transaction, and so, for 
the purpose of measuring profits, the trans- 
actions are grouped usually in time periods 
of a month or year. When viewed from the 
perspective of a year, properties come into 
the business from customers in a stream 
which is called income, and the utilization 
of assets in serving customers or providing 
a readiness to serve customers in general 
is an outflow or stream of property expira- 
tions which is called expense. If meters 
are placed on the income flow and on the 
expense flow a reading of the meters will 
indicate the amount by which properties 
have been increased as a result of dealing 
with customers. 

An illustration of physical nature might 
be of help to the layman. Suppose that a 
tank has a measure on the side to indicate 
the total gallons of water in the tank (total 
properties) and that several men with 
measuring cans are putting water in the 
tank and withdrawing water from the tank 
and keeping a record of the amount put 
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jn and withdrawn (sources of properties). 
Now a faucet is turned on and the drain 
js opened so that there is an unequal in- 
flow and outflow of water which is chang- 
ing the amount of water in the tank in 
addition to the changes being made by the 
men with the measuring cans. The in- 
crease (or decrease) in the amount of water 
in the tank due to the unequal rates of flow 
can be measured by putting a meter on 
both inlet and outlet and comparing the 
readings at any time. 

Because single meters on the income and 
expense flows do not provide enough in- 
formation, the accountant sets up meters 
on the various income streams and ex- 
pense streams as shown in diagram no. 4. 
The names used on the meters in the dia- 
gram should be the types of income and 
expense reported on the Profit and Loss 
Statement which this educational material 
accompanies. It is then almost unnecessary 
to point out that the Profit and Loss 
Statement is a report of the amounts which 
have accumulated on the meters during 
a period of time, and the Balance Sheet is 
a statement of properties at a moment of 
time and the source from which that 
quantity of properties was obtained. 

With these four diagrams and relatively 
little discussion, the integral nature of the 
statements is established for the layman. 
This basic knowledge alone should make 
the financial statements more comprehen- 
sible. With an understanding of the nature 
of the statement established, the name of 
the statement becomes relatively unim- 
portant. Other problems in terminology 
likewise are simplified, for example, what 
to call the accumulated expirations of fixed 
assets, and what to term that amount of 
Net Worth in excess of the stated amount 
of capital stock. Some explanations of 
changes in accounting procedures (exam- 
ples of which might be accelerated depreci- 
ation or obsolescence, and a change from 
the FIFO to the LIFO method of account- 
ing) and their impact upon the financial 


statements may be effectively presented 
with reference to diagram no. 4. Even some 
policies of management may be more 
easily explained to the layman when pre- 
sented in this framework. For example, a 
case for the retention of earnings may be 
made by showing that more properties of 
various types are needed to support an 
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anticipated increase in the volume of busi- 
ness and then checking off the list of 
possible suppliers of properties and arriv- 
ing at the conclusion that “‘net properties” 
(profits) from customers is the only practi- 
cable source to use. Or if profits are being 
retained to cover possible inventory losses, 
it may be explained that if anticipated 
obsolescence of inventory is realized it will 
result in a great outflow of utility from 
property owned by the business without a 
commensurate inflow of property from 
customers and the resulting decrement in 
the total property will offset the previously 
accumulated increments which established 
the profits being retained. 
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RESEARCH PROJECTS IN ACCOUNTING 


RALPH COUGHENOUR JONES 
Director of Research 


theses appeared in the September, 

1941, issue of the ACCOUNTING RE- 
VIEW, nearly ten years ago. Comments of a 
number of members during recent months 
suggest that there is a considerable de- 
mand for information about accounting re- 
search currently in progress. The present 
list is offered in partial fulfillment of that 
demand. 

Although questionnaires were sent to 
some eighty schools and follow-up letters 
to about thirty, the list cannot be regarded 
as complete. A few schools which do gradu- 
ate work in accounting may inadvertently 
have been omitted and others simply have 
not replied to the questionnaire. The list, 
however, is believed to be representative 
of work currently being done. 

As a means of restoring continuity to the 
record, all doctors’ dissertations completed 
since 1941 as well as those currently in 
progress were requested. The paucity of 
titles for the earlier years suggests that 
some schools did not go back this far in 
preparing their lists, although it is known 
that very little work at the doctoral level 
was done during the war years. Masters’ 
theses are listed only if completed within 
the last two academic years or currently in 
progress. Some of the larger schools have 
elected to report masters’ theses only 
when completed. 

The questionnaires called for the classifi- 
cation of titles under eighteen subject- 
headings. These are shown below for con- 
venience of reference. While this classifica- 
tion can undoubtedly be improved, it is 
used here without change in order to avoid 
the reclassification of numerous items. The 
figures in parentheses show the number of 
titles listed under each heading. These give 


Te LAST published list of accounting 


a rough idea of the relative popularity of 
the different fields, but cannot be regarded 
as precise since many titles might reason- 
ably be listed under from two to four head- 
ings. 


Code No. 


. General theory (62) 

History of accounting (11) 

. Auditing and internal auditing (17) 

. Profession of accountancy (14) 

. Cost accounting (42) 

. Budgeting and controllership (21) 

. Accounting systems (57) 

. Reports and statements (36) 

. Consolidations (7) 

. Reorganizations, insolvencies, bankruptcies, 
and capital readjustments (5) 

11. Governmental, institutional, and fiduciary 

accounting (28) 

12. Taxation (55) 

13. Law (7) 

14. Mathematics of accounting and finance (4) 

15. Education and examinations (17) 

16. Business organization (3) 

17. Case and industry studies (35) 

18. Special problems and miscellaneous (18) 


SOM PWN 


(Number of titles listed, 439) 


GENERAL THEORY 
Doctors 


Accounting for Corporate Capital Transactions, 
Rufus Wixon, University of Michigan, 1945. 

The Accounting Determination of Income, 
Joseph A. Silvoso, University of Missouri (In 
Progress). 

Accounting for Investments, Paul Kircher, 
University of Michigan, 1947. 

Accounting Theory and Practice in the Light of 
Economic Theory, Carey P. Modlin, Jr., 
Princeton University (In Progress). 

An Appraisal of Literature Critical of Account- 
ing, M. P. Hsu, University of Illinois (In Prog- 
ress). 

The Boundaries of Accounting, W. A. Terrill, 
University of Illinois (In Progress). 

Case Studies in the Adequacy of Reported De- 
preciation Charges in a Period of Rising 
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Prices, Henry A. Kriebel, Columbia University 
(In Progress). 

The Concept and Measurement of Business In- 
come, Charles E. Johnson, University of Min- 
nesota (In Progress). 

The Concept of Revenue in Accounting, Income 
Tax Law and Economic Theory, Albert Ben 
Carson, University of Nebraska, 1943. 

A Critical Analysis of Accounting Concepts of 
Income, Norton M. Bedford, Ohio State Uni- 
versity, 1950. 

A Critical Analysis of Fixed Asset Accounting 
and Its Effect upon Profit Determination dur- 
ing Periods of Price Level Change, Albert L. 
Bell, University of Pennsylvania (In Progress). 

A Critical Evaluation of the Techniques of 
Analysis of the Flow of Business Funds, H. R. 
Anton, University of Minnesota (In Progress). 

The Emergence and Development of Inventory 
Pricing Methods, Ray Warren Fowler, Uni- 
versity of Nebraska, 1950. 

The Equities Concept and Its Application to Ac- 
counting Theory, W. G. Kell, University of 
Illinois (In Progress) 

Evaluation of the Usefulness of Historical Cost 
in Accounting, C. L. Dunn, University of Illi- 
nois (In Progress). 

An Examination of Direct Costing Procedures: 
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The Theory of Surplus, Harvey E. Donley, Uni- 
versity of Missouri (In Progress). 


Masters 


Accelerated Depreciation, Eugene E. Eichler, 
Ohio State University (In Progress). 

Accounting and the Fluctuating Dollar, Kenneth 
D. Creighton, University of California, Berke- 

ley, 1949. 

Accounting for Appreciation on Fixed Assets— 
A Survey of Recognized Accountants on the 
Accounting Method for Appreciation on Fixed 
Assets, Oscar J. Townsel, Catholic University 
(In Progress). 

Accounting for Organization Expense, George W. 
Underwood, University of Tulsa (In Progress). 
Accounting for the Acquisition and Amortization 
of Goodwill, Harry Richard Hedlund, State 

University of Iowa, 1950. 

Accounting Principles Governing the Use of Con- 
tingency Reserves, Herman John Matheis, 
State University of Iowa, 1950. 

The Accounting Theory of Inventory Valuation, 
Kenneth W. Cope, University of Washington 
(In Progress). 

Acquisition of Treasury Stock and Capital Stock 
Retirement, Robert Buchanan, Ohio State 
University, 1949. 


Their Application to Distribution Cost Anal-“PAn Analysis of Accounting Reserve Types and 


ysis, Kullervo Louhi, University of Chicago 
(In Progress). 

Funds Analysis as a Tool in Economic Research, 
Howard H. Greenbaum, Columbia University 
(In Progress). 

The Fund Theory of Accounting, William J. 
Vatter, University of Chicago, 1946. Univ. of 
Chicago Press, 1947. 

Inventories, Valuation and Economic Implica- 
tions, Hans R. Fadum, Yale University, 1948. 

Recoupment Theory of Business Income, Fred- 
erick E. Horn, Columbia University (In 
Progress). 

A Reexamination of the Concept of Reported 
Income, Richard W. Naylor, University of 
Chicago (In Progress). 

Social Accounting: The Use of a System of 
Double-Entry Accounts for the Presentation 
of Aggregate Data Concerning the Income and 
Wealth of a National Economy, Donald F. 
Goss, University of Michigan (In Progress). 

A Study of Post-War Reserves of 134 Manufac- 
turing Corporations, Stuart Bartlett Mead, 
Indiana University, 1950. 

A Study of the Accounting Aspects of Emergency 

Facilities, E. V. McCollough, State University 

of Iowa (In Progress). 


Current Reserve Problems, Howard Thomas 
Wilkins, University of Texas, 1949. 


: An Analysis of Methods of Accounting for Con- 


tingencies, Loyal Hogue, Indiana University, 
1950. 

Application of Accounting Theory to Specific 
Accounting Problems, Everitt Donald Walker, 
University of Texas, 1949. 

Comparison of Selected Accounting Principles— 
American and British, Sister Mary Silverius 
Shields, R.S.M., Catholic University, 1949. 

Comparison of the Use of Historical Cost and 
Replacement Cost in Computing Deprecia- 
tion, Charles W. Parker, University of Georgia, 
(In Progress). 
ontingency Reserves in a Period of Inflation, 
Robert Roback, De Paul University (In Prog- 
ress). 

Current Problems in the Determination of Net 
Income, Samuel Derin, City College of New 
York, 1950. 

Effect of Inflation on Accounting Literature, 
Robert H. Shutt, University of Texas, 1951. 

The Effect of the Decline in the Economic Value 
of the Monetary Unit upon Accounting for 
Fixed Assets, Raymond Lee Gibbs, Southern 

Methodist University, 1950. 
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An Evaluation of Inventory Methods, Paul E. 
Klein, De Paul University (In Progress). 

Expenses as a Component of Inventory Valua- 
tion, Eugene H. Lott, A. and M. College of 
Texas, 1949, 

Formulation and Administration of the Account- 
ing Policies of the S.E.C., James Victor Reeves, 
University of Texas, 1950. 

Goodwill, H. R. Simmons, University of Califor- 
nia, Berkeley, 1949. 

Income Measurement, Eugene U. Roth, Uni- 
versity of Rochester, 1950. 

Influence of S.E.C. on Accounting Principles and 
Procedures, Marquez Wilfredo, De Paul Uni- 
versity (In Progress). 

Influence of World War II on Accounting Prin- 
ciples and Practices, William Donald Coleman, 
University of Alabama, 1950. 

An Interpretative Analysis of the Term Reserve, 
Francis M. Linek, Saint Louis University, 
1950. 

Inventory Valuation, Allen Wang, University of 
Buffalo (In Progress). 

Inventory Valuation in the Retail Clothing 
Trade, Donald F. Bowman, Ohio State Uni- 
versity, 1950. 

An Investigation into the Theory of Group De- 
preciation, Roland B. Welch, University of 
Nebraska, 1950. 

Principles of Inventory Valuation, Orie A. Cheat- 
ham, University of Colorado, 1950. 

The Problem of Depreciation and Amortization 
in Periods of Rising Prices, Lura Elizabeth 
Batterton, University of Texas, 1949. 

The Relationship of Principle and Rule in Ac- 
counting, H. J. Jacobs, University of Illinois, 
1949. 

The Relevance of Economic or Monetary Criteria 
in Determining Gain for Accounting Purposes, 
Richard J. Milles, Saint Louis University, 
1949. 

Reserve for Contingencies, Robert B. Cook, 
University of California, Berkeley, 1949. 

Selected Accounting Principles and Applications 
Thereof, Iver Roger Swenson, University of 
Texas, 1950. 

Some Viewpoints of Leading Accountants on the 
Treatment of Extraordinary Items, John T. 
Taylor, Catholic University (In Progress). 

The Time of Income Recognition for Accounting 
and for Federal Income Tax Purposes, Cloyd 
Wangsgard, Northwestern University, 1950. 


Faculty Research 


Accounting Theory, Paul Kircher, University of 
Chicago (In Progress). 


History oF ACCOUNTING 
Doctors 


A Half Century of Accrual Accounting Theory, 
(Mrs.) Dorothy Litherland, University of 
Illinois (In Progress). 

The Historical Development of the Certification 
of Accounting Statements in U.S.A., N. D. 
Wakefield, University of Illinois (In Progress), 

The Securities and Exchange Commission: A 
Case Study in the Use of Accounting as an 
Instrument of Public Policy, Charles W, 
Lamden, University of California, Berkeley, 
1948. 

Masters 


Accounting Under Inflation—China, 1936-1948, 
Joseph R. Hwang, University of California, 
Berkeley, 1950. 

A Critical Study of Some British Accounting 
Concepts, V. K. Zimmerman, University of 
Illinois, 1949. 

Development and Evolution of the Depreciation 
Concept in the United States, Roy Ernest 
Brooks, University of Maryland, 1950. 

The Development of Railroad Accounting as It 
Relates to the General Ledger and _ the 
Financial Statements, Kalo Edward Neidert, 
Washington University, 1950. 

A Development of the Depreciation Controversy 
Between the Railroads and the Federal Gov- 
ernment, Francis Randolph Warfield, Wash- 
ington University, 1950. 

Fifty Years of Cost or Market, W. W. Brown, 
University of Illinois, 1950. 

History of Accounting, Stewart Schencker, 
De Paul University (In Progress). 

A Survey of the History of Accounting from the 
Earliest Times to 1900, Mervin Harold Gorel- 
nick, University of Texas, 1950. 


AUDITING AND INTERNAL AUDITING 
Doctors 


Gradations of Objectivity and Relevance in Ac- 
counting Evidence, Kenneth B. Berg, Uni- 
versity of Illinois (In Progress). 


Masters 


The Accountant’s Report as Affected by Events 
Subsequent to Date of Balance Sheet, Joseph 
Treiseman, City College of New York, 1950. 

Auditing Chain Store Inventories, Harry Finkle- 
stein, City College of New York, 1950. 

Auditing of Casualty Insurance Losses, Taylor 
Ogdon, City College of New York, 1950. 
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Research Projects in Accounting 


Auditing Stock Brokerage Firms, Jack W. Muel- 
ler, St. Louis University, 1951. 

Comparative Study of Montgomery’s Second and 
Seventh Edition of Auditing, Martin S. 
Arbonies, University of Alabama (In Progress). 

Internal Auditing Problems and Procedures 
Peculiar to Department Store Inventories, 
Robert D. Sedwick, Ohio State University, 1950. 

Inventory Frauds—Their Prevention and De- 
tection, Morton I. Cohen, City College of New 
York, 1951. 

An Investigation of the Applications of Statis- 
tical Method to the Auditing of Sales, James 
G. Carter, Michigan Siate College (In Progress). 

The Problem of Embezzlement in Accounting, 
E. C. Psarras, University of California, Berke- 
ley, 1949. 

Procedures and Problems in Auditing Taxpayer 
for NYC Sales Tax Liability, Louis Bookman, 
City College of New York, 1950. 

Short-Form Accountants’ Reports, Jess Willard 
Brandon, University of Alabama, 1950. 

Standard Audit Procedure and Detection and 
Prevention of Fraud, Betty Beitler, City Col- 
lege of New York, 1951. 

A Study in Coordination Between the Internal 
Auditor and the Public Accountant, Robert 
Lee New, University of Alabama, 1950. 

A Survey of the Nature and Use of Clients’ 
Written Representations, Charles LaRue Hud- 
dleston, University of Texas, 1950. 


Faculty Research 
Audit Problems and Questions, Earl Christmas, 
De Paul University, 1950. 
Aud’t Working Papers and Audit Reports, Leo 
Herbert, Editor, Louisiana Polytechnic Insti- 
tute, 1950. 


PROFESSION OF ACCOUNTANCY 
Doctors 


A Critical Analysis of the Accounting Examina- 
tions for the CPA Certificate, H. E. Breen, 
University of Illinois (In Progress). 

The Nature of Judgment Formation in the Public 
Accounting Profession, W. F. Campfield, Uni- 
versity of Illinois (In Progress). 

Objectivity and Relevance in Accounting Evi- 
dence, K. B. Berg, University of Illinois (In 
Progress). 

Recent Developments Affecting the Services of 
Professional Accountants, G. G. Yankel, Uni- 
versity of Illinois (In Progress). 

Research Activities of National Accounting Or- 
ganizations, C. T. Zlatkovich, University of 
Texas (In Progress). 
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Social Responsibilities of Public Accountants, 
G. D. Brighton, University of Illinois (In 
Progress). 

Masters 


An Analysis of the Issues in the Bercu Case, 
L. W. Matusiak, University of Illinois, 1950. 

Conflict and Cooperation Between Accountants 
and Lawyers, Robert C. McKelvy, Southern 
Methodist University, 1950. 

Independence and the Public Accounting Pro- 
fession, L. J. Wade, University of Illinois, 1950. 

The Legal Liability of the Public Auditor, 
Anthony P. Caravello, Temple University (In 
Progress). 

The Liability of the Public Accountant, Charles 
O. Shelton, Jr., University of California, 
Berkeley, 1949. 

The Significance of Consistency in Accounting, 
A. R. Wyatt, University of Illinois, 1950. 

A Study of the Place of Accountants and At- 
torneys in Tax Practice, Arch Melvin Stockard, 
University of Alabama (In Progress). 

Women in Public Accounting, Irene Barber, 
University of Alabama, 1950. 


Cost ACCOUNTING 


(See also Accounting Systems and Case and 
Industry Studies) 


Doctors 


Accounting Procedures for Costs in Natural Gas 
Production and Processing, I. E. McNeill, 
University of Texas (In Progress). 

The Development, Construction, and Uses of 
Flexible Budgets, Glenn A. Welsch, Uni- 
versity of Texas (In Progress). 

Distribution Cost Accounting, Elmer R. Young, 
Columbia University (In Progress). 

The Evolution of the Theories and Techniques of 
Standard Costs, Ellis Mast Sowell, University 
of Texas, 1944. 

Predetermined Industrial Cost Analysis and 
Control, Elton Bernard Hale, University of 
Texas, 1948. 

Standard Costs and Market Fluctuations, G. K. 
Nelson, University of Illinois (In Progress). 
The Use of Cost Accounting by Economists, 
John T. Wheeler, Massachusetts Institute of 

Technology, 1947. 


Masters 


Accounting and the Empirical Determination of 
Marginal Costs, George L. Moss, University 
of California, Berkeley, 1949. 

Accounting for Distribution Costs, William P. 
Lee, Northwestern University, 1949. 
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Accumulation, Distribution, and Control of 
Service Department Maintenance and Repair 
Costs, Edward R. Lender, Stevens Institute of 
Technology, 1950. 

Analysis of Distribution Costs as Influenced by 
Governmental Regulations, Catherine E. Mc- 
Ginty, University of Alabama, 1950. 

An Analysis of the Various Techniques of Esti- 
mated Cost Accounting, Homer Hall Martin, 
University of Texas, 1950. 

Annual Wage Guarantees and Cost Control, 
Peter Arendacs, Stevens Institute of Technology, 
1950. 

The Application of Cost Accounting to a Typical 
Ohio Farm, Seth Norman, Ohio State Uni- 
versity, 1950. 

Case Study: Costs for Management Purposes in a 
Small Miulti-product Chemical Company, 
Valentine J. Seckar, Temple University (In 
Progress). 

Case Study: Process Costs in the Sugar Industry, 
William F. Garrity, Temple University (In 
Progress). 

Case Study: The Development and Uses of 
Foundry Costs, Clifford Harris, Temple Uni- 
versity (In Progress). 

Collection, Interpretation, and Application of 
Distribution Cost Data By Des Moines, Iowa, 
Wholesale Grocers, Edward R. Allen, Drake 
University (In Progress). 

Control and Distribution of Manufacturing Ex- 
pense, Charles V. Clarke, Stevens Institute of 
Technology, 1950. 

Coordination of Production and Cost Control in 
Material Inventory in a Steel Plant, Robert 
Newell, Ohio State University (In Progress). 

Cost Accounting in the Utah Canning Industry, 
Marvin Mumford, Northwestern University, 
1950. 

A Cost Control Department, Howard Kenneth 
Payne, State University of Iowa, 1950. 

Cost Control in Refinery Construction, James A. 
Kruge, Stevens Institute of Technology, 1950. 

Cost Control in the Canning Industry, William 
R. Webb, University of California, Berkeley, 
1949. 

Cost Controls in the Citrus Industry, Billy F. 
Martin, University of Florida, 1950. 

Cost Methods Applied to the Cotton Industry, 
O. I. Torfilli, University of North Carolina (In 
Progress). 

Distribution Cost Control, William M. Ulrich, 
University of California, Berkeley, 1949. 

A Distribution Cost Problem, George F. Sutter, 
Ohio State University, 1949. 


Flexible Budget Control, John Bateson, Uni- 
versity of California, Berkeley, 1949. 

Installation of a Cost Accounting System, Henry 
H. Pierce, University of California, Berkeley, 
1950, 

Lower Selling Price to Quantity Buyers in Rela- 
tion to Distribution Costs, Arthur Don, 
City College of New York, 1951. 

Manufacturing Expense Distribution, Ernest G, 
Crane, Jr., Stevens Institute of Technology, 1949. 

Normal Return on Investment as a Cost in the 
Tire and Rubber Industry, John G. Moorhead, 
Indiana University (In Progress). 

Reports to Foremen For Cost Control, Bruce §. 
Schricker, Washington University (In Progress). 

Some Aspects of Payroll Accounting Problems, 
E. C. Maddex, Ohio State University (In Prog- 
ress). 

Some Business Aspects of Winery Operation, 
With Emphasis on Cost Accounting, Fay H. 
Blair, University of California, Berkeley, 1950. 

Special Accounting Problems Arising in Practice 
Before the Federal Trade Commission, Sydney 
W. Fratkin, Temple University (In Progress). 

Standard Costs and Standard Cost Variation for 
Labor, William Oscar Griffin, University of 
Texas, 1949. 

A Survey of Selected Cost Accounting Texts 
1930-1949, Carless C. Thomas, Universiiy of 
Alabama (In Progress). 

Use of Accounting in Price Control Administra- 
tion, Prity N. Ghosal, Ohio State University, 
1950. 


Faculty Research 


Cost Accounting Practices in Alabama Industry, 
A. J. Penz, University of Alabama (In Prog- 
ress). 

A Suggested Bank Cost Accounting Procedure, 
J. C. Gibson, University of Wisconsin, Bureau of 
Business Research and Service, 1950. 


BUDGETING AND CONTROLLERSHIP 
Doctors 


Attitudes, Aptitudes, and Abilities in Controller- 
ship, David Green, Jr., University of Chicago 
(In Progress). 

Budgeting Made Applicable to the Small Manu- 
facturer, Robert S. Wasley, Ohio State Uni- 
versity, 1950. 

The Controller’s Interest in Records Manage- 
ment, John A. Briel, University of Chicago (In 
Progress). 

Problems in Control of Costs other than Manu- 
facturing Costs, Robert A. Meier, University of 
Chicago (In Progress). 
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Masters 


Analysis and Application of Factors Affecting 
Development of a Budget for a Small Hospital, 
Harold Frederick Stagner, University of Colo- 
rado, 1949. 

Analysis of Budgetary Procedures Followed by 
Tennessee Municipalities, Samual Goans, Uni- 
versity of Tennessee (In Progress). 

Budgetary Control at Departmental Level, Lloyd 
A. Kraushaar, University of Rochester (In Prog- 
ress). 

Budgeting for Ladies’ Apparel Chain Stores, Burt 
Rayvid, City College of New York, 1950. 

Budgeting of Sales, K. R. Dennis, Ohio State 
University (In Progress). 

The Control of Expense in Administrative and 
Staff Activities, Basil W. Sauter, Massachusetts 
Institute of Technology, 1950. 

Control of Indirect Labor Through the Use of the 
Budget, William F. Spengler, Ohio State Uni- 
versity (In Progress). 

Control of Research and Development Work Per- 
formed under Government Contracts through 
the Use of Budgetary Procedures, David M. 
Keay, Massachusetts Institute of Technology (In 
Progress). 

Cost Systems and Controls in the Paint, Varnish, 
and Lacquer Industry, Warren H. Kelly, 
Northwestern University, 1950. 

How to Prepare a Cost and Expense Budget, 
David E. Knapp, State University of Iowa (In 
Progress). 

The Need for Greater Inventory Control in the 
Retail Store, Abraham Hilfer, City College of 
New York, 1950. 

Planning as a Function of Management, Joseph 
Dranguet, Southern Methodist University (In 
Progress). 

The Position and Functions of the Controller in 
Modern Corporate Management, Thomas E. 
Callant, University of California, Berkeley, 
1949. 

Use of Budgets for Manufacturing Expense Con- 
trol, R. S. Johnson, University of Alabama (In 
Progress). 

Faculty Research 

Anticipating the Tax Effect in Business Decisions, 
Accounting Staff of University of Chicago 
School of Business, University of Chicago (In 
Progress). 

Bank Credit for Business, Donald F. Hayne, 
University of Wisconsin, Bureau of Business Re- 
search and Service. 

The Trend Towards Controllership in Accounting 

Literature, 1945-1950, T. L. Redden, Southern 

Methodist University, 1951. 


Research Projects in Accounting 


ACCOUNTING SYSTEMS 


(See also Cost Accounting and Case and 
Industry Studies) 


Doctors 


Accounting Problems Peculiar to Professional 
Baseball Clubs and a Proposed System of Ac- 
counts for Them, Theodore P. Herrick, Jr., 
Ohio State University (In Progress). 

Evolution of the Systems of Accounts Prescribed 
for Public Utilities by State and Federal Regu- 
latory Commissions, Jennings Bland Pope, 
University of Texas, 1942. 

Fire Insurance Accounting, Valuation and Re- 
porting, 1926-1939, Arleigh Roy Burton, Uni- 
versity of Nebraska, 1944. 


Masters 


Accounting for an R.E.A. Utility Cooperative, 
Barney McCoy Smith, Jr., University of Texas, 
1950. 

Accounting For Athletic Associations in Uni- 
versities, Anthony Chavez, Northwestern Uni- 
versity, 1950. 

Accounting for Cash and Cash Items in the 
Smaller Bank, Robert W. Corlett, University of 
California, Berkeley, 1949. 

Accounting for Credit Unions Operating in Okla- 
homa, Charles Leslie James, University of 
Tulsa, 1950. 

Accounting for Fixed Assets. A Case Study of an 
Identification System, Dean White, North- 
western University, 1950. 

Accounting for Installment Sales, William Gittel- 
sohn, University of California, Berkeley, 1950. 

Accounting for Livestock Ranches, Elizabeth Sue 
Wegenhoft, University of Texas, 1950. 

Accounting for Professional Sporting Enterprises, 
Donald H. Seiler, University of California, 
Berkeley, 1950. 

Accounting for the Fresh Vegetable Packing In- 
dustry in Central California, Wilbur H. 
Stevens, University of California, Berkeley, 
1949, 

Accounting for Unitized Operations, Carl F. 
Smith, University of Tulsa (In Progress). 

Accounting in a Building, Stone Quarrying and 
Fabricating Business, James Albert Baxter, 
University of Texas, 1949. 

An Accounting Manual for Construction Con- 
tractors, James R. Whatley, A. and M. College 
of Texas, 1951. 

An Accounting Manual for Oil Well Servicing 
Contractors, Curtis D. Robert, A. and M. Col- 
lege of Texas, 1949. 

Accounting Practices and Problems of an Open- 
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End Management Investment Company, Wal- 
lace E. Woodbury, University of California, 
Berkeley, 1950. 

Accounting Problems of Farmers’ Cooperatives, 
Donald P. Donahue, University of California, 
Berkeley, 1949. 

Accounting Procedures for Accounts Payable, 
Charles Kenneth Crum, University of Texas, 
1949. 

Accounting Procedures for Expense Distribution, 
John William Brown, University of Texas, 1950. 

An Accounting System for a Class I Motor Com- 
mon Carrier of Property, E. S. Packenham, 
A. and M. College of Texas, 1950. 

An Accounting System for a Taxicab Company, 
Joe Morris, A. and M. College of Texas, 1950. 

Accounting Systems for Farming Industry, 
Clarence Croft, Northwestern University, 1950. 

An Accounting System for Florida Christian Col- 
lege, Royce Brough, A. and M. Gollege of Texas, 
1949. 

An Accounting System for Grocery Wholesale 
Concerns, R. H. Barrett, A. and M. College of 
Texas, 1950. 

An Accounting System for Motion Picture 
Theatre Chains, Floyd Karp, University of 
California, Berkeley, 1950. 

An Accounting System for the Practicing 
Veterinarian, Harry Waerker, Ohio State Uni- 
versity, 1950. 

The Accounting System of the University 
Student’s Cooperative Association, Owen M. 
Gregory, University of California, Berkeley, 
1949, 

Accounting Theory and Practices Peculiar to 
Consumer Cooperatives, Homer Bonhiver 
Northwestern University, 1950. 

The Application of Punched Card Accounting to 
a Payroll Department of a Large Interstate 
Utility, Francis X. Daily, Jr., Temple Uni- 
versity (In Progress). 

Branch Accounting in General—Its Application by 
the Kraft Foods Company, Henry F. McGowan, 
University of California, Berkeley, 1949. 

Branch Bank Accounting, Gene H. Englund, 
University of California, Berkeley, 1950. 

Case Study of Accounting Methods and Pro- 
cedures of a Small Chemical Plant, Bruce 
Jones, University of Alabama (In Progress). 

Comparative Study of Manual and Machine 
Methods of Accounting for Sales Billing and 
Accounts Receivable, Robert P. Wood, A. and 
M. College of Texas, 1950. 

Construction Contracting Accounting, Frank 
Blair Smith, University of California, Berkeley, 
1949, 


A Critical Study of the Accounting Systems of 
Negro Pharmacies in the State of Louisiana, 
Sister Emmanuella Walsh, Tulane University 
(In Progress). 

Cycle Billing for the Department Store, Merrell 
A. Dukes, St. Louis University, 1950. 

Eliminating Accounts Receivable and General 
Ledger Posting, William Francis Cory, State 
University of Iowa, 1950. 

The Inception and Development of Machine Ac- 
counting in Its Present Day Application to the 
Teller’s, Proof and Bookkeeping Departments 
in Des Moines, Iowa, Commercial Bank, Dean 
E. Hutchinson, Drake University (In Progress). 

The Influence of Trade Associations in the De- 
velopment of Uniform Accounting Systems, 
James Walter Pratt, University of Texas, 1950. 

Internal Control and Its Application In a Rela- 
tively Small Retail Firm—a Case Study, A. J. 
Hill, Northwestern University, 1949. 

Inventory Control in a University Bookstore, 
John C. Dieckman, University of Colorado (In 
Progress). 

The Inventory Control System of United Engi- 
neering Company, Charles C. Smith, Uni- 
versity of California, Berkeley, 1949. 

An Investigation of the Accounting System of the 
City of Boulder, Colorado, Donald L. Haynie, 
University of Colorado, 1950. 

Life Insurance Accounting and the Annual State- 
ment, William P. Barsanti, University of Cali- 
fornia, Berkeley, 1949. 

The Modern Corporate Payroll, Vernon M. 
Koetter, Washington University (In Progress). 

Physical Inventory Control in the Wholesale 
Drug Industry, Roy E. Tuttle, University of 
California, Berkeley, 1949. 

Pipe Line Accounting, Howard C. Vanhooser, 
University of Tulsa (In Progress). 

The Reorganization of the Accounting System of 
Boulder County, Colorado, Stephen I. Gelsey, 
University of Colorado, 1950. 

The Retail Inventory Method, Herbert Witt, 
University of California, Berkeley, 1949. 

Stock Record Accounting, James O. White, Jr., 
Northwestern University, 1949. 

A Study of Some U. S. Payroll Methods with a 
View to Their Possible Application in the 
French Steel Industry, Robert Binsfeld, Uni- 
versity of Georgia, 1949. 

A Survey of Voucher Systems Used in North 
Carolina, Robert L. Dickens, University of 
North Carolina, 1950. 

Trade Union Accounting, Kenneth L. Head, 
University of California, Berkeley, 1950. 

Uniform Accounting for Fire, Marine, Casualty, 
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and Surety Insurers as Prescribed by the Na- 
tional Association of Insurance Commissioners, 
Thomas Wynns Sowell, University of Texas, 
1950. 

The Use of LIFO by Department Stores, Benja- 
min M. Ablon, Northwestern University, 1949. 


Faculty Research 


Common Carrier Pipe Line Operations and Ac- 
counting, Personnel from Service Pipe Line, 
Texas Pipe Line, Gulf Oil Co., Interstate Pipe 
Line, and University of Tulsa, 1951. 


REPORTS AND STATEMENTS 


Doctors 


Accounting Facts to be Used in the Settlement of 
Wage Disputes, Norman S. Cannon, Columbia 
University (In Progress). 

Accounting for Investors by the Securities and 
Exchange Commission, W. K. Pierpont, Uni- 
versity of Michigan, 1942. 

Adequacy of Notes to Financial Statements, T. G 
Secoy, University of Illinois (In Progress). 

Changing Uses of Financial Statements, Charles 
Lawrence, University of Illinois (In Progress). 

Financial Statements as Instruments of Com- 
munication to the Public, M. A. Binkley, 
University of Illinois (In Progress). 

Reserves: An Examination of Accounting Pro- 
cedures and Disclosures in Financial State- 
ments of Selected Industrial Corporations, 
Years 1941 to 1946 (Inc.), C. Rollin Niswonger, 
Ohio State University, 1950. 

Unused Data in the Accounts, M. L. Pye, Uni- 
versity of Illinois (In Progress). 


Masters 


Accounting for the Measurement of Productivity 
and Profit Performance, Joseph R. Allen, Uni- 
versity of Texas, 1951. 

Analysis of Financial Statements of the Five 
Largest Banks of Selected Cities, John E. 
Manion, Catholic University (In Progress). 

Analysis of Published Income Statements of the 
Steel Industry, 1940-1949, Herman Albert 
Stribling, University of Alabama (In Progress). 

An Analysis of the Financial Statements of Thirty 
of the Largest Building and Loan Associations 
of the United States, Sister Albert Marie Beil, 
0.S.U., Catholic University, 1949. 

An Analysis of the Methods of Presentation of 
Ownership Equity on Corporate Balance Sheets 
of Selected Corporations, John Leonard Blank, 

Indiana University, 1950. 
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Application of Statistical Methods in Presenting 
Financial Statements to the Public, Richard 
Sams Scott, University of Georgia (In Progress). 

Balance Sheet Trends, Gilford W. Cox, A. and M. 
College of Texas, 1949. 

Corporate Financial Reports for Labor and the 
General Public, Wendell P. Wesley, University 
of Colorado, 1950. 

The Development of Stockholders’ Annual Re- 
ports of Selected Large Industrial Corpora- 
tions, 1921-1948, Andrew J. Caetta, City Col- 
lege of New York, 1950. 

Financial Reporting of Unions, Roy S. Good, 
Western Reserve University, 1950. Labor Law 
Journal, Dec. 1950. 

Financial Reporting Under Inflationary Condi- 
tions, John A. Daiker, University of Maryland 
(In Progress). 

Financial Statements and the Employee, Kenneth 
Foote, Ohio State University, 1949. 

Financial Statements for Employees, Stanley E. 
Chartier, Southern Methodist University, 1950. 

Fixed Costs and the Income Statement, Edward 
E. Rennhack, Northwestern University, 1950. 

Footnotes to Financial Statements in Published 
Annual Reports of Corporations, 1927-1947, 
Volney V. Harrison, University of Alabama, 
1950. 

The Fundamentals of Corporate Reports, Stephen 
William Vasquez, Tulane University, 1950. 

A Measure of the Acceptance of the Natural 
Business Year, William M. Slocum, Ohio State 
University, 1950. 

A Partial Analysis of the Financial Statements of 
the Rubber Tire Industry from 1940-1949, 
Ferguise E. Mayronne, Jr., Catholic University 
(In Progress). 

Presentation of Asset Accounts on the Balance 
Sheet, James Allen Mahalec, University of Ala- 
bama, 1950. 

Pro Forma Statements, A Case Study of Their 
Value to Prospective Investors, Paul Black, 
Northwestern University, 1950. 

Recognition and Measurement of Inventories as 
Non-Current for Financial Statement Presen- 
tation and Analysis, Colin Park, University of 
Buffalo, 1950. 

The Role of Financial Statements in Labor 
Management Relations, David Kalina, City 
College of New York, 1950. 

Some Concepts of Standards of Income Report- 
ing, D. D. Hughes, University of Illinois, 1950. 

A Study of Efforts to Make Corporate Annual 
Reports More Understandable, John Louis 
Luffey, University of Texas, 1950. 

A Study of 100-150 Published Corporate Fi- 
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nancial Statements, R. O. Bennett, A. and M. 
College of Texas, 1950. 
Theory and Practice of Capital Surplus Use, 
Bettie Scott, University of Alabama, 1950. 
Theory and Practice of Net Worth Presentation, 
Frieda Clarke, University of Alabama, 1950. 


Faculty Research 


Reporting on Financial Activities, R. K. Mautz, 
University of Illinois, 1950. 

Business Reports, Norman Sigband, DePaul Uni- 
versity (In Progress). 


CONSOLIDATIONS 
Masters 


An Analysis, Comparison and Evaluation of Dif- 
ferent Theories of Elimination for Consolida- 
tion of Partially Held Subsidiaries, Claude 
Westenskow, Northwestern University, 1950. 

An Analysis of Foreign Subsidiary Accounting in 
the Light of the Current Status of Interna- 
tional Trade, Albert P. Ameiss, St. Louis Uni- 
versity, 1950. 

Consolidated Statements, Lloyd F. Morrison, 
University of Michigan, 1948. 

Consolidated Statements in Annual Reports, 
Paul S. Carter, Northwestern University, 1950. 

Some Considerations of Minority Interests in 
Consolidated Company Accounting, Leonard 
B. Rowles, Jr., Johns Hopkins University, 1950. 

Trends in the Preparation of Consolidated State- 
ments, Joseph Arndt, Temple University (In 
Progress). 

Faculty Research 


Interpretation of Consolidated Statements, Lloyd 
F. Morrison, University of Michigan (In Prog- 
ress). 


REORGANIZATIONS, INSOLVENCIES, 
BANKRUPTCIES, AND CAPITAL 
READJUSTMENTS 


Doctors 


Accounting Standards for Quasi-reorganizations, 
Richard E. Lundquist, University of Minnesota 
(In Progress). 

Corporate Reorganizations Under Chapter X of 
the Bankruptcy Act, Reginald Rushing, Uni- 
versity of Texas, 1948. 

Corporate Quasi-reorganization and the Eco- 
nomic Results Thereof, Warren L. Slagel, Uni- 
versity of Tennessee, 1950. 

Quasi-reorganization and Other Major Account- 
ing Adjustments, James S. Schindler, Uni- 
versity of Michigan (In Progress). 


Masters 


Accounting for Receiverships in Oklahoma, 
Leland A. Dowden, University of Tulsa (In 
Progress). 


GOVERNMENTAL, INSTITUTIONAL, AND 
Fripuctary ACCOUNTING 


Doctors 


Governmental Accounting in Relation to Govern- 
mental Administration, R. M. James, Uni- 
versity of Illinois (In Progress). 

Municipally-Owned Electric Utilities in Texas, 
Robert Henry Gregory, University of Texas, 
1944. 

The Post-Audit of State and Local Governments, 
George W. Lafferty, University of Texas, 1948. 


Masters 


Accounting for Dividends in Testamentary 
Trusts, John B. Ross, Ohio State University (In 
Progress). 

Accounting for Hospitals in Texas, E. Maxwell 
Jones, University of Texas, 1951. 

The Accounting Recommendations of the Com- 
mission on Organization of the Executive 
Branch of the Government, Ward R. Anderson, 
Unviersity of California, Berkeley, 1950. 

Analysis and Comparison of County Government 
Fiscal Administration in Tennessee and Vir- 
ginia, Leon P. Cook, Jr., University of Tennes- 
see (In Progress). 

Analysis of the Accounting System of the ECA, 
Howard H. Ockelmann, University of Mary- 
land (In Progress). 

An Analysis of University Financial Statements, 
Jack Skidmore, University of Tennessee (In 
Progress). 

The Application of Cost Accounting in Govern- 
ment Administration, Dale L. McKeen, Uni- 
versity of California, Berkeley, 1950. 

The Application of Cost Accounting to Municipal 
Activities, Roderick L. Rouse, University of 
Texas, 1951. 

Budgets of Texas Cities, Oscar Kemp Thornton, 
Southern Methodist University, 1950. 

Cost Analysis for a Private Educational Institu- 
tion, John A. Hayes, University of Tulsa (In 
Progress). 

The Financial Administration of the United Na- 
tions, Joaquin Cunanan, Northwestern Uni- 
versity, 1950. 

A Financial Analysis of University Annual Re- 
ports, Ray W. Diehl, University of Tennessee 
(In Progress). 

Internal Auditing for State-Supported Universi- 
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ties, Erick K. Erickson, University of Cali- 
fornia, Berkeley, 1949. 

The Nature and Scope of Financial Statements of 
Catholic Hospitals in the United States, Sister 
Anna Miriam Morrison, S.S.J., Catholic Uni- 
versity (In Progress). 

Oklahoma Governmental Accounting, Clorval A. 
Cook, University of Tulsa, 1951. 

Progress in Financial Reporting in Selected Uni- 
versities, Harvey Sherer, University of Illinots, 
1950. 

Recent Trends in the Development and the Tax 
Aspects of Pension Trusts, Francis D. Jabara, 
Northwestern University, 1949. 

Social Security Reserves, Ester Green, North- 
western University, 1949. 

State Supervision and Control of Post-Auditing 
in Municipalities, Jon Wesley Evans, Indiana 
University, 1950. 

A Study of Hospital Costs, Donald E. Baker, 
University of California, Berkeley, 1950. 

Three Case Studies in Accounting for Auxiliary 
Enterprises in Church-Related Colleges, Robert 
Glenn Falls, Indiana University, 1950. 

Three Methods of Budgetary Accounting Fol- 
lowed by Tennessee Municipalities, Carlos 
Heron, University of Tennessee (In Progress). 


Faculty Research 


Accounting Procedures Manual for Tennessee 
Municipalities, W. Harold Read, William R. 
Snodgrass, University of Tennessee (In Prog- 
ress). 

Accounting Standards for Tennessee Municipali- 
ties, William T. Chaffin, University of Tennessee 
(In Progress). 

Manual of Accounts for Tennessee Municipalities, 
W. Harold Read, William R. Snodgrass, Uni- 
versity of Tennessee, 1951. (McQuiddy Printing 
Co., Nashville, Tenn.) 


TAXATION 
Doctors 


An Appraisal of the Relationship Between Ac- 
counting and Federal Income Taxation, J. O. 
Eaton, University of Illinois, 1950. 

Capital Gains Taxation in the United States, 
Abdel Monen Fawzy, University of Kentucky 
(In Progress). 

The Excess Profits Tax of the United States in 
World War II, Mary Louise Freier, Massa- 
chusetts Institute of Technology, 1946. 

The Technical Determination of Net Income Tax 
Liability Under the Laws of the United States 
and Selected States as of December 31, 1949, 


Milton Wilson, Indiana University (In Prog- 
ress). 
Masters 


Accounting Matters Involved in Tax Cases De- 
cided During 1948, Robert L. Miller, Ohio State 
University, 1950. 

The Allocation of Corporate Net Income for Pur- 
poses of State Taxation, Arthur Leer, North- 
western University, 1949. 

An Analysis of Personal Income Taxes in Five 
Southeastern States, Janie Britt Silver, Uni- 
versity of Georgia, 1950. 

Applications of the Doctrine of Constructive Re- 
ceipt of Income in Federal Income Taxation, 
Hubert Castle Nelson, Northwestern University, 
1950. 

Capital Gains and Losses—A Contrast Between 
the United States and Great Britain, Herbert 
David Nightingale, University of Washington 
(In Progress). 

A Comparison of the Federal and Alabama In- 
come Taxes as They Affect the Individual Tax- 
payer, Jack Wise, III, University of Alabama 
(In Progress). 

The Corporation as a Taxable Entity, Joseph F. 
Decosime, Northwestern University, 1950. 

A Critical Review of the Federal Tax Law—Its 
Inequities and Inconsistencies with Suggested 
Improvements, Helen Hendley Griffin, Uni- 
versity of North Carolina, 1949. 

Depreciation Under Federal Income Tax Laws, 
Gordon Nicholson, Northwestern University, 
1949, 

Effect of Assignment of Income Under Federal 
Income Taxation, Bernard Hallote, City College 
of New York, 1950. 

The Equity of the Taxation of Stockholders, 
Charles E. Nickles, University of California, 
Berkeley, 1950. 

The Family Partnership as a Tax Saving Device, 
Henry Dixon, Northwestern University, 1950. 
Federal Income Tax Aspects of Manufacturing 
Inventory Accounting, Robert E. Murath, 

Ohio State University (In Progress). 

Federal Income Tax Consequences of ‘‘Carried- 
Interest Arrangements” in the Oil Industry, 
William Sturges Mackey, University of Texas, 
1950. 

Federal Income Tax Treatment of Corporate 
Officer-Stockholder’s Excessive Compensation, 
Ralph J. McLaurin, University of Alabama (In 
Progress). 

Federal Income Tax Treatment of Corporate Re- 
organizations, Celastino Morales, Northwestern 
University, 1950. 

Federal Income Taxation of Life Insurance Com- 


n- 
AS, 
1S, 
S, 
ry 
In 
ell 
ve 
n, 
nt | 
ir- 
S- 
A, 
In 
n- 
al 
of 
n 
cé 
i- 


410 The Accounting Review 


panies, Raymond E. Pecorari, Northwestern 
University, 1950. 

Federal Income Taxation of Non-resident Alien, 
Louis Morowitz, City College of New York, 1950. 

Federal Taxability of Corporate Treasury Stock 
Transactions, Morten A. Weiss, City College of 
New York, 1950. 

Fundamentals of Real Property Appraisal, David 
C. Moore, Massachusetts Institute of Technology, 
1950. 

History of Federal Income Taxation, Ben Bom- 
bera, DePaul University (In Progress). 

Improper Accumulation of Surplus by Business 
Corporations, Ellis B. Reed, Jr., Northwestern 
University, 1950. 

Income Tax Accounting for Farmers and Farm 
Cooperatives, Carl Raymond Gromatzky, 
University of Texas, 1950. 

Income Tax Problems in Connection with Real 
Estate Transactions, Rembert C. Houser, Uni- 
versity of Alabama, 1949. 

Installment Basis of Reporting Income for Fed- 
eral Tax Purposes, Isham Lee Wilson, Southern 
Methodist University, 1950. 

The Leaseback, Gordon D. Murk, Northwestern 
University, 1950. 

Non-Business Expenses as Deductions in Federal 
Income Taxation, William Harry Crane, Uni- 
versity of Alabama, 1950. 

Organization and Procedure in the Tax Depart- 
ment of a Large Interstate Corporation, E. J. 
Wolotkiewicz, Temple University (In Progress). 

Pay as You Go in the Philippines, Felix Mabanta, 
Northwestern University, 1950. 

A Practical and Theoretical Analysis of the Capi- 
tal Gains Provision of the Federal Income Tax 
Law, Glen W. Vantreose, University of Mis- 
sourt, 1950. 

Retail Sales Taxation, Robert H. Tucker, North- 
western University, 1949. 

The State Income Tax in North Carolina, Louis 
Napoleon Hand, Jr., University of North Caro- 
lina, 1949. 

Some Federal Income and Estate Tax Problems 
Arising Upon the Death of a Partner, Robert 
Smith, Northwestern University, 1949. 

A Study of Farm Records in Relation to Manage- 
ment and Federal Income Taxation, Steve P. 
Warren, A. and M. College of Texas, 1949. 

A Study of Kentucky State Income Tax Pro- 
cedures, Powers Jones, University of Kentucky, 
1949. 

A Study of the Development of Inheritance and 
Estate Taxation in the United States, Oscar 
Holder Breidenbach, Tulane University, 1949. 

Substance and Form in Tax-Free Corporate Re- 


organizations, Norman Burger, City College of 
New York, 1950. 

Tax and Accounting Problems Arising in a Tax- 
Free Reorganization (A Case Study), Carrol] 
Shaughnessy, Northwestern University, 1950. 

Tax Aspects of Depreciation With Special Em- 
phasis on the Allowance, Norris L. Bayless, 
Ohio State University, 1950. 

Tax Decisions Involving the Cost Method of In- 
ventory Valuation, Bobby B. McMenamy, 4. 
and M. College of Texas, 1950. 

Tax Problems in the Compensation of Corporate 
Executives, Harold Langenderfer, Northwestern 
University, 1950. 

Taxability of Alimony and Separate Maintenance, 
Lester Z. Friedman, City College of New York, 
1951. 

Taxability of Stock Dividends, Perry Mori, 
Northwestern University, 1950. 

Taxability of Stock Purchase Options, William 
Roch, City College of New York, 1951. 

Taxable Transfers Under Federal Estate Tax, 
Lester G. Merritt, City College of New York, 
1951. 

Taxation of Alimony and Separate Maintenance, 
George S. Brody, City College of New York, 
1950. 

Taxation of Capital Gains, Benjamin LeCompte 
Smith, University of Maryland, 1950. 

The Taxation of Capital Gains, Glen G. Tyler, 
University of California, Berkeley, 1949. 

Taxation of Capital Gains and Losses under the 
Federal Income Tax Laws, Franklin R. Maduo, 
Drake University, 1949. 

Taxation of Surplus Accumulation, Henry Col- 
man, City College of New York, 1951. 

Work and Responsibilities of the Tax Accountant, 
David W. Hart, Ohio State University, 1950. 


LAW 
Doctors 


Legal Provisions for the Federal Regulation of 
Private Accounting, Vernon D. Jolley, Uni- 
versity of Chicago (In Progress). 


Masters 


An Analysis and Digest of the Legal Accounting 
Requirements of the Officers of the State and 
County Governments of the State of Tennessee, 
Herman D. Carriger, University of Tennessee, 
1950. 

A Comparison of the Corporation Laws of the 
Individual States of the United States, John B. 
Smallpage, Tulane University, 1950. 

Corporate Surplus Legally Available for Cash 
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Dividends, Richard R. Helmick, University of 
Colorado (In Progress). 

A Critical Analysis of the Statutes of the State of 
Louisiana Governing the Investing of Trust 
Funds, Robert D. Munch, Tulane University, 
1950. 

What Do the Courts Consider Reasonable Com- 
pensation? Edward Zipperstein, Northwestern 
University, 1949. 


Faculty Research 


Business Law Questions with Annotated Answers, 
H. M. Schuck, University of Wisconsin, Bureau 
of Business Research and Service, 1950. 


MATHEMATICS OF ACCOUNTING 
AND FINANCE 


Doctors 


Some Applications of Statistical Methods to the 
Solution of Factory Management Problems 
with Special Reference to Texas, Halsey N. 
Broom, University of Texas, 1949. 

Statistical Methods for Accountants, Leo Her- 
bert, Loutsiana State University, 1944. 


Masters 


A Partial Analysis of the Use of Published Aver- 
ages Concerning Corporate Rates of Return, 
Thomas C. McDonough, Catholic University 
(In Progress). 


Faculty Research 


The Use of Index Numbers, Russell Bowers, 
Carnegie Institute of Technology (In Progress). 


EDUCATION AND EXAMINATIONS 
Doctors 


Presentation of Elementary Accounting to Gen- 
eral Business Students, C. W. Bastable, Jr., 
Columbia University (In Progress). 


Masters 


Appraisal of the General Accounting Require- 
ment in the University of Alabama’s School of 
Commerce Curricula, Hazel Dishman, Uni- 
versity of Alabama (In Progress). 

Audio-Visual Techniques for the Elementary 
Bookkeeping Teacher, Sister M. Leo Schim- 
moler, O.P., Catholic University, 1950. 

Available Teaching Aids for Bookkeeping and Ac- 
counting Instruction with Evaluations by 
Teachers, John C. Stophel, University of Ten- 
nessee, 1950. 

Bridging the Gap between Elementary and Ad- 


vanced Accounting, Joe Mumford Briggs, 
Southern Methodist University, 1950. 

Comparative Analysis of CPA Problem Text- 
books, Sidney Brounstein, City College of New 
York, 1951. 

A Critical Survey and Suggested Correlation with 
Selected Texts of Film and Filmstrip Materials 
Used in the Teaching of Bookkeeping, Donald 
George Elbert, State University of Iowa, 1950. 

Current Practices in Elementary Accounting in 
Texas Junior Colleges, 1948-1949, Henry 
Aaron Bergolofsky, University of Texas, 1949. 

Deficiencies in Collegiate Education for Public 
Accounting Work, William Baker Flowers, 
University of Alabama, 1950. 

Educational Requirements for the Certified Pub- 
lic Accountant, Tom E. Glover, University of 
Texas, 1950. 

An Investigation of Success on the Uniform Certi- 
fied Public Accountants Examination for the 
State of Washington, Kenneth L. Davis, Uni- 
versily of Washington (In Progress). 

Results of Thirty Years of Accounting Education 
at The University of Tennessee, James R. 
Jakes, University of Tennessee (In Progress). 

Scope and Importance of Mathematics of Finance 
in the Collegiate School of Business, Richard J. 
Bannon, Catholic University, 1950. 

A Study of Trends in Types of Problems En- 
countered in American Institute of Account- 
ant’s Examinations Over the Years 1939 to 
1948, Inclusive, Shepard Girault Jane, Tulane 
University, 1950. 

A Survey of Accounting Background and Meth- 
ods of Preparation for the CPA Fxamination, 
Roy R. Harris, A. and M. College of Texas, 
1950. 

A Visual Approach to Elementary Accounting In- 
struction, Marvin Eugene Gholson, University 
of Texas, 1949. 

A Visual Presentation of Accounting for Ma- 
terials Inventory and Purchasing Procedures, 
Harry C. Lyle, Ohio State University, 1950. 


BusrINEss ORGANIZATION 
Masters 


A Cost Analysis of Quality Control Organization, 
Milton R. Neuman, Massachusetts Institute of 
Technology (In Progress). 

Farmers’ Cooperative Marketing Associations, E. 
Kennedy Cobb, Northwestern University, 1950. 

Managerial Control for Decentralized Manu- 
facturing Organizations, H. Gordon Fromm, 
Massachusetts Institute of Technology, 1950. 
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CASE AND INDUSTRY STUDIES 


(see also Cost Accounting and 
Accounting Systems) 


Doctors 


Accounting for Depreciation and Depletion in the 
Petroleum Industry, James Samuel Lanham, 
University of Texas, 1942. 

Accounting Policies of the Federal Power Com- 
mission—A Critical Analysis, Sidney David- 
son, University of Michigan, 1949. 

Cost Analysis of Milk Distribution in the Port- 
land, Oregon Market, Donavon D. MacPher- 
son, Oregon State College (In Progress). 

The Financing of Growth: Analysis of Individual 
Firms in the Chemical Industry, Edgar O. 
Edwards, Johns Hopkins University (In Prog- 
ress). 

Growth of the Business Unit in the Iron and Steel 
Industry, (Mrs.) Gertrude Schroeder, Johns 
Hopkins University (In Progress). 


Masters 


Accountants’ Services Needed by Laundry Man- 
agement, Beula Maxey Mayo, Southern Method- 
ist University, 1950. 

Accounting and Tax Problems for Independent 
Supermarkets in New York City—1949, Ed- 
ward Brender, City College of New York, 1950. 

Accounting Basis of Rate Determination in Pub- 
lic Utilities, John C. Novak, City College of 
New York, 1950. 

Accounting for Exploratory and Drilling Opera- 
tions in the Oil Industry, Rodney Brady Moore, 
Indiana University, 1950. 

Accounting for Power and Light Utilities Plant 
Accounts under FPC Regulation, Norman 
Franklin Haley, Indiana University, 1950. 

Accounting Theory and Practices of Small Retail 
Establishments, Wilton E. Dyson, Jr., Uni- 
versity of Alabama, 1950. 

An Analysis of the Accounting and Management 
Problems of the Pension Plan of the United 
States Steel Corporation, Sarah M. Allen, St. 
Louis University, 1950. 

An Analysis of the Depreciation Policies of the 
United States Steel Corporation, Robert H. 
Lucas, Massachusetts Institute of Technology (In 
Progress). 

A Case Study in Distribution Methods, Rudolph 
Schaefer, Northwestern University, 1950. 

The Economic and Business Aspects of Mexican 
Fruit Importing, Alfonso Jesus Garza, Uni- 
versity of Texas, 1950. 

The Effects of the Lack of Proper Production 
Planning and/or Control in one Department of 


a Canvas Fabricating Plant, Gordon Louis 
Joseph, Tulane University, 1950. 

Interstate Commerce Commission Accounting 
Requirements for Class I Common and Con. 
tract Motor Carriers of Property, Earl Odal, 
Northwestern University, 1950. 

The Main Production Management Problems oj 
Small Metal Stampings Companies, Richard H, 
Haase, Tulane University, 1949. 

Meat Packing Industry—Some Accounting and 
Financial Aspects, Charles F. Cronin, Univer- 
sity of Maryland (In Progress). 

Net Worth Section Changes in the Ten Largest 
Airplane Manufacturing Companies, 1940- 
1947, William James Ryan, Catholic Uni- 
versity, 1949. 

Net Worth Section Changes in the Ten Largest 
Automobile Manufacturing Companies, 1940- 
1948, Joseph M. Guinan, Catholic University, 
1950. 

Net Worth Section Changes in the Ten Largest 
Department Stores, 1940-1948, David A. 
Magoon, Catholic University, 1950. 

Net Worth Section Changes in the Ten Largesi 
Iron and Steel Manufacturing Companies 
1940-1949, E. Lloyd Davis, Catholic Uni- 
versity, 1950. 

The Planning of Capital Expenditures in the 
Dairy Industry, Carl A. Blanchard, Jr., Massa- 
chusetts Institute of Technology (In Progress). 

Problems of Inventory for Large Department 
Stores, William A. Old, University of Virginia 
(In Progress). 

Public Utility Depreciation, Bruce M. Hurt, 
University of Virginia, 1950. 

Statistics of Earnings of Leading Corporations of 
the Agricultural Machinery Industry, Rev. 
Linus T. Carr, T.O.R., Catholic University (In 
Progress). 

Statistics of Earnings of Leading Corporations ot 
the Business Office Machine Industry, Robert 
O. Kenney, Catholic University (In Progress). 

Statistics of Earnings of Leading Corporations of 
the Drug and Medicines Industry, John Joseph 
Kain, Catholic University (In Progress). 

A Study of the Accounting Records of Shelby Iron 
Company, Woodham Wendell Cauley, Uni- 
versity of Alabama, 1949. 

A Study of the Development and Operation of the 
Uniform Accounting Procedure Required of 
Casualty Insurors, John J. Hollenback, Uni- 
versity of Washington (In Progress). 

A Study of the Federal Power Commission Re- 
quirements Relating to Accounting for De- 
preciation of Electric Utility Properties, Robert 
Dean Metcalf, State University of Iowa, 1950. 
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A Study of the Long-Term Financing Methods of 
the Nine Leading Airlines of the U. S. and an 
Appraisal of Their Capital Structures as of 
1949, Harold Raymond Neuburger, Tulane 
University, 1950. 

Uses Made of Records and Reports in the Man- 
agement of Small Business, James Douglas 
Howell, University of Colorado (In Progress). 


Faculty Research 


Annual Operations Survey, 1948 and 1949, Wine 
and Spirits Wholesalers of America, Inc., 
Frank W. Naggi, Arthur L. Rayhawk, (Mrs.) 
Ann Schwier, and Doris Henle, St. Louis Uni- 
versity, 1950. 


SPECIAL PROBLEMS AND 
MISCELLANEOUS 


Doctors 


Equipment Policy and Economic Theory, John 
H. Kempster, Massachusetts Institute of Tech- 
nology (In Progress). 


Masters 


Accounting for Pension Funds, Joseph A. Sprafka, 
DePaul University (In Progress). 

Accounting Problems in the Renegotiation of 
Government Contracts, Russell Bacchi, Temple 
University (In Progress). 

Adaptation of the Accounting Cycle to the Natu- 
ral Business Year, James Hicks, University of 
Alabama, 1950. 

An Analysis of Accounting Problems in War Con- 
tract Terminations, William S. Kester, Uni- 
versity of Tennessee, 1950. 

An Analysis of Statutory Accounting and Finan- 
cial Regulations of Certain Affiliated Interna- 
tional Unions of the American Federation of 


Labor, Francis J. Brosnihan, Catholic Uni- 
versity, 1950. 

The Application of High-Speed Digital Com- 
puters to Business, Benham E. Morriss, Jr., 
Massachusetts Institute of Technology (In Prog- 
ress). 

Economic Evaluation of Scientific Research, F. 
Munro Veazie, Massachusetts Institute of Tech- 
nology (In Progress). 

Foreign Exchange Accounting, Richard Rosheny, 
City College of New York, 1951. 

Obsolescence in Pipe Lines, Dale G. Savage, Uni- 
versity of Tulsa (In Progress). 

The Significance of Accounting in Labor-Manage- 
ment Relations, Rev. James J. Cain, O.S.A., 
Catholic University (In Progress). 

Social Costs and the Use of Accounting Methodol- 
ogy in Their Measurement, John J. Glynn, St. 
Louis University, 1951. 

Standards of Self-Administered Pension Plans, 
William T. Chaffin, University of Tennessee (In 
Progress). 

Terms of Preferred Stock Issues Listed on the 
New York Stock Exchange on December 31, 
1948, Thomas C. Creagan, Tulane University, 
1950. 

Faculty Research 


Accounting for Pensions, Paul Kircher, Uni- 
versity of Chicago (In Progress). 

A Census of Profit Sharing in the Metropolitan 
Saint Louis Industrial Area, Rev. James R. 
Hartnett, Rev. B. W. Dempsey, S.J., Doris 
Henle, St. Louis University, 1950. 

The Growth of the Size of the Business Firm, 
George Heberton Evans, Jr., Fritz Machlup, 
Sidney Davidson, E. O. Edwards, Johns Hop- 
kins University (In Progress). 

Working Capital and the Operating Cycle, Colin 
Park, University of Buffalo, 1951. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Eprror’s Note: Many of the experienced teachers, as well as some of the new ones, have developed 
devices and techniques for the presentation of certain of the knotty aspects of accounting, and it js 
felt that such suggestions might well be made available to the other members of the teaching profession 
through The Teachers’ Clinic. Accordingly, contributions are hereby invited. Please address all corre. 
spondence to Frank S. Kaulback, Jr., School of Commerce, University of Virginia, Charlottesville, 


Virginia. 


ELEMENTARY PRESENTATION OF VOLUME, COST 
AND PROFIT RELATIONSHIPS 


tt A. INGRAHAM 
Columbia University 


The material that follows is designed to 
be used in the classroom as a simple but 
highly effective method of explaining and 
illustrating (a) the concept of unit costs, 
and practical managerial uses of unit 
costs (b) the mild enigma that a reduction 
of unit sales price can result on occasion in 
an increase of aggregate net profits, and 
(c) the concepts of marginal costs, break- 


even point, and optimum profits. 

A class period of one hour is usually 
sufficient for presentation and discussion. 

The material should be presented in the 
following sequence of steps: 

Step 1. The students are given the fol- 
lowing hypothetical income statement 
representing the results of operations fora 
year just expired: 


ACME, INC. 
Income Statement 
For the year ended Dec. 31, 19- 


Item No. 


Cost of Product Sold*.... 


. Marketing Costs: 


Ne 


. General Administrative Costs................. 


7. Net Loss..... 


* Item 2. The unit cost of manufacturing the product sold consists of the following: 


Material... . 
Factory Overhead: 


No. of 
Unit 
Finished A geregate 
Product Amount 
Units 
100,000 $2.00 $200 ,000 
100,000 1.20 120,000 
100,000 80 $ 80,000 
100,000 .30 $30,000 
100,000 .20 20 ,000 
.50 $50,000 
100,000 .30 30,000 
,000 .05 5,000 
85,000 
05 $ 5,000 
(A ggregate) 
$0.20 ($ 20,000) 
0.40 ,000) 
$ 0.10 ( 10,000) 
0.50 0.60 ( ,000) 
$1.20 $120,000 
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At this point the students should be 
given a moment to digest the data, and 
then asked to suggest possible managerial 
action that might be considered, or 
taken, to attain maximum or optimum 
net profits for the enterprise. Experience 
has shown that students usually will 
suggest: 

1. Cost reductions obtained in various 

ways. 

2. Increase advertising costs or sales 
incentives to produce more sales 
revenue. (Some attention might be 
given to the managers’ possible ex- 
planations for failure to make net 
profits. That is, they may put the 
blame on well-paid sales force for 
failure to obtain orders.) 


After discussion the instructor might 
then suggest that, for the purpose of 
going forward, it is desirable to assume 
that these methods were tried and failed, 
or that there could be circumstances where 
if tried they would not accomplish the 
desired result. 

It is not likely that a student will sug- 
gest consideration of a reduction of the 
unit sales price, and if one does not sug- 
gest it, then the instructor should. He 
might point out the possible reaction of 
management to a suggestion that the unit 
sale price be reduced from $2.00 to $1.00, 
an obvious reduction of revenue of $100,- 
000 unless there be a consequent increase 
in the number of units sold. This usually 
provokes an interesting discussion and 
leads logically to a consideration of the 
desirability of forecasting, if possible, the 
volume that might be expected at various 
unit sale price levels. 

Step 2. The students are next presented 
with the results of a hypothetical market 
survey (assumed to have been obtained 
by questionnaires, or by actual test 


sales in “pilot’’ store outlets, etc.) as fol- 
lows: 


415 

Unit Sales Estimated Product 

Price Unit Sales Volume 
$2.00 100 ,000 
1.75 200 ,000 
1.50 300 ,000 
1.25 400 ,000 
1.00 500 ,000 
600 ,000 

etc. etc. 


A brief discussion of a market survey 
might be permitted. 

It might be mentioned that columns 
could be added to the foregoing tabulation 
showing estimates, at the various volume 
levels, of (a) aggregate revenues, (b) ag- 
gregate costs, and increases of aggregate 
costs (differential costs) and (c) net 
profits. 

Step 3. At this point, discussion should 
develop logically the desirability of esti- 
mating costs and net profit at each level 
of sales volume. Pursuant thereto the 
group is presented on the following page 
with the estimated income statement at 
the arbitrarily selected level of 500,000 
units. 

The data are intended to provoke dis- 
cussion. In the discussion, it will be pointed 
out inevitably that the new assumed unit 
costs are not necessarily logical or realistic. 
For example, it appears that the unit 
material cost is unchanged whereas a de- 
crease might reasonably be expected; the 
unit administrative cost drops sharply 
because the aggregate was unchanged, but 
the latter might be expected to increase 
somewhat, etc. In any event, assuming 
that the estimated data are arrived at 
reliably, the instructor might make (be- 
fore moving to the next step) the following 
provocative observations: 

(a) Customers are pleased to have a 
reduction of price. 

(b) The aggregate amount paid to 
factory workers (who are assumed to be 
on an hourly basis and not a piece-work 
basis of pay) shows an increase of $90,000 
(from $40,000 to $150,000) which might 
indicate substantial increases to individ- 
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ACME, INC. 
Estimated Income Statement 
For a period of one year 
No. of 
Item No. Finished P A geregate 
Product - Cost Amount 
Units 
1. Sales...... 500 ,000 $1.00 $500,000 Eac 
500,000 70 350,000 
jargor 
3. Gross Profit... 500,000 30 $150,000 its vo 
4. Marketing Costs: he pI 
500,000 10 $ 50,000 the p 
20 $100,000 many 
5. Administrative Costs.............. 500 ,000 06 30,000 him ¢ 
impo! 
.274 $137,000 “acco 
026 $ 13,000 Ev 
count 
* Item 2. Assume the unit cost of manufacturing the product sold (at the 500,000 unit level) is estimated as “Cas 
follows: (A think 
ggregate 
Factory Overhead: ‘oh 
0.20 0.20 
mont 
2.0 ($350,000) ona 
coun 
uals, and a good pay rate for new em- level rather than at the 500,000 level. of 
ployees. This can be shown clearly by presenting of yc 
(c) Selling costs increase in the ag- in the form of curves a chart of the ag- be si 
gregate from $30,000 to $50,000—gener- gregate sales, and the aggregate of each not | 
ous because the sales price reduction will cost at the various levels, using the vertical vy 
reduce sales effort. Sales personnel should axis for dollars and the horizontal for shou 
be pleased. volume. The following will illustrate a whic 
(d) Administrative costs should not in- curve of net profit only: as p 
crease because managers assume few, if Volume in Net Profit are 
any, new burdens. They need make only Unit or Loss debi 
the one decision, that of reducing the unit 200'0n0 oe Even | cout 
sales price. They (if owners) should be 300,000 ,000 pres 
pleased with increased net profit. 500,000 13°00 mer 
(e) Increased production is beneficial to 600 ,000 10,000 acct 
750,000 7,000 
the community or to the nation. upo 
Siep 5. The concept of marginal cost From the curve it is seen that optimum dev 
might be investigated by suggesting that, profits are obtained (by assumption) at cou 
after a complete income statement is the 400,000 unit level. Reasons for this, and 
projected for each volume level, it might such as normal plant capacity and the un- ing 
appear that minimum costs and optimum desirability of overtime or an extra shift, the 
profits might be obtained at the 400,000 or others, may be touched upon. Ye 
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A B C’s OF ACCOUNTING INSTRUCTION 


REGINALD RUSHING 
Texas Technological College 


Each profession to some extent has a 
jargon of its own and may have words in 
its vocabulary unknown to those outside 
the profession. The accounting student or 
new member of the profession will find 
many terms which will not be familiar to 
him and of these the most numerous and 
important to him professionally are the 
“accounts.” 

Everyone has some knowledge of “‘ac- 
counts” or at least he thinks he has. 
“Cash” is one account and most of us 
think we know exactly what that account 
represents. But if we are asked specifically 
whether a certain item is cash or not, we 
might be uncertain. For instance, are we 
or are we not going to include the following 
as cash: an accepted sight draft, a postal 
money order, a post-dated check, a check 
on a closed bank, a check on a bank in a 
country which does not permit the transfer 
of “cash” from the country, etc. To some 
of you the answers to the above items may 
be simple but to the new student, this will 
not be true. 

The emphasis in elementary accounting 
should be on the meaning of accounts, 
which would include as much information 
as possible about them: how the accounts 
are created; the transactions which cause 
debits and credits to them; how the ac- 
counts are closed out if at all; and the 
presentation of accounts in financial state- 
ments. This fundamental knowledge of 
accounts which may be considered the base 
upon which accounting principles can be 
developed cannot be taught in a one year 
course if time is spent discussing the pros 
and cons of various controversial account- 
ing theories. No one would think of putting 
the wings on a plane before the fuselage. 
Yet some try to give their students ab- 


stract accounting theories before the 
students have a background of knowledge 
to understand those theories. Maybe the 
teacher enjoys his histrionic flights in 
accounting theory so all may not be lost. 
The purpose of all accounting might be 
said to be to obtain records from which 
management or the owners could deter- 
mine the profit from operations, and could 
obtain some idea of financial condition. In 
order to properly present a balance sheet 
to show the financial condition of a con- 
cern the accounting student must know 
proper classification of accounts. If he 
doesn’t know the difference between a 
fixed asset and a current asset, the balance 
sheet he prepares will not be of greatest use 
to those for whom it is prepared, if it is 
useful at all. The elementary accounting 
student should be able to prepare a bal- 
ance sheet without reference to a textbook 
by the end of the school year. Can he? I 
would say that the average accounting 
student at the end of the first year would 
do a poor job of preparing a balance sheet 
of a corporation which had a variety of 
accounts. To get some idea of the knowl- 
edge of accounts possessed by the ele- 
mentary accounting student at the end of 
the first year in accounting, the writer in 
the Spring of 1949 prepared a short test 
to be given to students during the first 
week in May or thereabouts. In order that 
the sample would not have bias because of 
smallness, the test was given in four differ- 
ent colleges or universities. This is not a 
very large sample but since the results at 
the four schools were very much the same, 
perhaps it is safe to draw some conclusions. 
The following is the test that was given: 
Classify the following accounts for bal- 
ance sheet purposes by placing the number 
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that indicates the classification in the 
space provided. If an item is to be de- 
ducted on the balance sheet, indicate that 
by using an * following the number. Use 
(1) for Current Assets, (2) for Fixed Assets, 
(3) for Deferred Charges, (4) for Current 
Liabilities, (5) for Fixed Liabilities, and 
(6) for Net Worth. 


. Discount on Bonds Payable 
. Discount on Common Stock 
Stock Dividend Payable 
Cash Dividend Payable 
Res. for Income Taxes 

. Res. for Sinking Fund 

. Res. for Depreciation 

. Patents 

. Res. for Revaluation 

. Mortgage Payable 


The solution we wanted was: 3, 6*, 6, 4, 
4, 6, 2*, 2, 6, and 5 although we did not 
mark-off if the student used 2* for no. 9. 


RESULTS OBTAINED FROM 408 STUDENTS 


Question No. oO No. 
No. Right 70 Wrong 7% 
1 118 28.92 290 71.08 
2 150 36.76 258 63.24 
3 81 19.85 327 80.15 
4 349 85.54 59 14.46 
5 135 33.09 273 66.91 
6 154 37.75 254 62.25 
7 199 48.77 209 51.23 
8 263 64.46 145 35.54 
9 175 42.89 233 57.11 
10 335 82.11 73 17.89 
Total items 1,959 48.01 2,121 51.99 


What conclusions can be drawn from 
the results of this test? It appears obvious 
that the students are weak in classification 
of balance sheet accounts and possibly are 
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Questions arranged in order of difficulty: 


No. % 

No. of Question Wrong nf 

3. Stock Dividend Payable. .... 327 80.15 
1. Discount on Bonds Payable.. 290 71.08 
5. Res. for Income Taxes....... 273 66.91 
2. Discount on Common Stock.. 258 63.24 
6. Res. for Sinking Fund....... 254 62.25 
9. Res. for Revaluation........ 233 57.11 
7. Res. for Depreciation........ 209 51.23 
10. Mortgage Payable.......... 73 17.89 
4. Cash Dividend Payable...... 59 14.46 


likewise weak in the classification of ac- 
counts that appear on the income state- 
ment. And is this bad? Yes, it is, if knowl- 
edge of accounts is considered the basis 
upon which the principles of accounting 
are to be developed. 

The remedy appears to be for the 
teacher to give more emphasis to elemen- 
tary accounting fundamentals and less to 
material which can be more appropriately 
covered in a more advanced course. Some 
may argue that they are going to teach 
their course in light of the Accounting Re- 
search Bulletins and if they did so the use 
of the term “reserve” would be limited as 
recommended in Bulletin no. 34, but this 
does not seem to be the answer. The ele- 
mentary accounting student should be 
taught the meaning of accounts as now 
used, and, if in a later course there is time, 
give him the recommended procedure 
where there is a variation. The elementary 
student will do well if he learns the funda- 
mentals. It would be well for the teacher 
to omit all frills and bear down on the 
meaning of accounts and their usage. 


REMOVING THE MYSTERIES FROM ACCOUNTING 


A. C. LitTLETON 
University of Illinois 


One of the best contributions an ac- 
counting teacher can make to his students’ 
progress is his skillful supplementing of 


the text at many points. This can be 
especially helpful if it translates account- 
ing technicalities, for the novice and for 
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the moment, into non-technical language 
and if it indoctrinates the student early 
with ideas about the objectives of the im- 
portant features of accounting methods. 
The intention would be to divest the sub- 
ject of its “mysteries” as soon as possible. 
Once this is done, the necessary study of 
technology will proceed with better under- 
standing. 

Accounting seems to some people to be 
a mysterious technology that is expected 
to produce scientific results. That idea is 
faulty. Accounting is not really mysterious 
and its results are not scientific in the 
general sense of the term. It is just a special 
way of organizing the data of a business 
enterprise. These data are not significant 
because they are put into records. Sig- 
nificance derives from the fact that diverse 
enterprise events have been converted into 
enterprise data by the use of accounting 
ideas. 

Accounts are a technical feature of ac- 
counting and are closely related to the 
data-dealing functions of accounting. But 
there is no mystery about them. They are 
simply categories into which enterprise 
transaction data are to be classified. Ac- 
counts, therefore, perform the usual sta- 
tistical service of all categories: that of 
compressing a mass of data into more com- 
prehensible summary figures. The mass of 
transaction data, thus statistically com- 
pacted by accounting means, is for the 
first time made intelligible for use in 
accounting reports. 

There is little that is mysterious in the 
report of the economic activities of an 
enterprise, the income statements. Behind 
this report lies an important concept: that 
the category “expense” is a broader idea 
than cash expended; that the category 
“income” is a broader idea than cash in- 
coming. It is for this reason that it is ad- 
visable to think of expense as representing 
“enterprise efforts” and of income as 
representing “enterprise accomplish- 
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ments.” By this means, most of the 
“mystery” of nominal accounts and the 
income statement may be dispelled. 

There is little that is mysterious in the 
other most important accounting report— 
the capital statement of an enterprise. The 
traditional term ‘“‘balance sheet” seems to 
say something significant but actually does 
not. Merely thinking of this report as a 
“capital statement” will avoid much 
straining to understand the report’s func- 
tion. Together the two basic statements 
are then seen to deal with the two basic 
aspects of business—capital and income. 

Behind this second report lies the sub- 
concept of assets as kinds of capital work- 
ing—that is, capital working for those who 
have invested in the enterprise; capital 
working for and with labor employed in 
the enterprise; capital working for govern- 
ments that draw tax revenue from the 
enterprise; capital working for consumers 
of the products or services flowing from 
the enterprise. 

Reported alongside of assets are many 
items assembled on the right side of the 
statement. These represent sources of 
capital; they tell of capital waiting rather 
than of capital working. Some of the 
“mystery” of this statement disappears 
when we accept the parallel presentation 
as merely a convenient way of placing 
items side by side for easier visual com- 
parison. More of the ‘“‘mystery”’ evaporates 
as soon as we decline to think of the right- 
side items exclusively as liabilities and 
proprietorship. It is more enlightening to 
think of these items (notes payable, taxes 
and wages accrued, bonds and stocks out- 
standing, profits reinvested in the busi- 
ness) as sources of capital quietly awaiting 
future outcome. Since together they ex- 
press an aspect of capital (the “waiting” 
of various people who have claims to the 
capital at work and to its fruits) these 
items in total will inevitably refer to the 
same “capital” that is reported from 
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another point of view on the other side 
of the statement—the point of view of 
capital as service potentialities. 

It is another peculiarity of accounting 
that an account is not a single category. 
But the fact that every account is a dual 
category need not make accounts mysteri- 
ous. An account category is designed to 
assemble related likes and opposites under 
one head. This treatment of data adds to 
the usefulness of the assembled facts. For 
it makes it easy to ascertain three things at 
any time: (1) a total of positive factors in 
the category, (2) a total of related nega- 
tive factors, (3) the excess of either one 
over the other. 

This scheme of statistical classification 
is particularly useful for recording data in 
a way that will reflect the effect of changes 
on account balance while at the same time 
compressing a mass of transaction detail 
into fewer figures. 

It will be noted that a dual category 
also makes it easy when needed, to classify 
negative factors before the corresponding 
positive factors appear, and equally easy 
to show a long-lived factor slowly giving 
up its usefulness as time passes. Rather 
than being a mysterious feature of ac- 
counting, this method of using dual 
classifications makes the changes that take 
place in enterprise data all the more under- 
standable because the accounts are thereby 
linked closely together, as shown below. 

One so-called technicality of accounting 
is in fact merely a matter of traditional 
terminology continued beyond its original 
connotation. “Debit and credit” might 
just as well be called “red and black”’; the 
color of the ink used has come to be more 
significant than these forms of the Latin 
words for “owe” and “‘trust.”’ For example, 
a loss account and an expense account 
have debit balances but they “owe” 
nothing; they merely report statistical 


quantities placed there for specific reasons 
of classification. 

The usefulness of bookkeeping by 
“double entry” is not expressed by the 
above anglicized Latin terms; nor does it 
come from the dual categories in an ac- 
count, or because its methodology pro- 
duces an equilibrium of totals in a trial 
balance. The great contribution of ac- 
counting is made by its systematic and 
complete integration of the data of enter- 
prise economic actions and the data of 
enterprise financial actions. 

Accounts would be purely statistical 
categories except for the fact that their 
two-sides arrangement permits them to be 
interrelated in ways that make them ac- 
counting categories—that is, categories 
which, in the record, dovetail the economic 
transactions with the financial transac- 
tions. 

When economic transactions occur, the 
events are treated as data that work a 
change in economic accounts (expense or 
income) and a change in financial accounts 
(assets or equities). When financial trans- 
actions occur (such as borrowing, lending, 
investing, disinvesting) the events, as 
data, affect financial accounts only. As a 
result of this integration, it is possible to 
produce two reports of high significance— 
an income report and a capital report— 
which mutually support (prove, test) each 
other. When the earning activities and the 
capital status of an enterprise can be 
clearly read from reported data, a unique 
way is opened for gaining a very helpful 
understanding of the enterprise concerned. 

Where we view accounting stripped of 
its traditional and technical terminology, 
and see it in terms of its functions and 
objectives, all sense of mystery tends to 
evaporate. Its technicalities then can be 
recognized as utilitarian rather than 
mysteriously significant. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


can Institute of Accountants, and were presented as the first half of the May 1951 

C.P.A. Examination in accounting practice. The candidates were required to 
solve all problems. The time allowed was four and a half hours, The weights assigned 
were: 


T= FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 


Problem 1, 10 points; Problem 2, 5 points; 
Problem 3, 15 points; Problem 4, 20 points. 


A suggested time schedule is given below: 


Problem 1 40 minutes 
Problem 2 15 minutes 
Problem 3 40 minutes 
Problem 4 75 minutes 


No. 1 


The City Wholesale Company lost its entire inventory of merchandise and its furni- 
ture and fixtures by fire early in January, 1951 before completing the physical inventory 
which was being taken as of December 31, 1950. The following information was taken 
from the books of the company as of December 31, 1948, 1949 and 1950: 


December December December 
31,1948 31,1949 31, 1950 


Inventory, January 1....... $ 35,304 $ 42,380 $ 45,755 
9,163 8,021 10,015 
Furniture and fixtures, net of depreciation... ..................cceeeeeeeees 9,150 10,065 10,570 
(a) 


From the above information, you are to estimate the book amount of the inventory 
destroyed by the fire, assuming that there were no transactions after December 31, 1950. 


(b) 
Based on such estimate and the book value of furniture and fixtures, determine the 


amount due from each insurance company in settlement of the total loss of the assets 
under the following concurrent policies, each containing the 80% co-insurance clause: 
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Policy on Policy on 
Stock Furniture 


L and D Company. dak 3,000 


(c) 
Assuming that the fire loss was 50% of the amounts used in (b), determine the amount 
due from each company under the same three policies. 


No. 2 


There are ten men working as a group on a particular manufacturing project. When 
the weekly production of the group exceeds a standard number of pieces per hour, each 
man in the group is paid a bonus for the excess production in addition to his wages at 
hourly rates. The amount of the bonus is computed by first determining the percentage 
by which the group’s production exceeds the standard. One-half of this percentage is 
then applied to a wage rate of $1.25 to determine an hourly bonus rate. Each man in 
the group is paid, as a bonus, this bonus rate applied to his total hours worked during 
the week. The standard rate of production before a bonus can be earned is two hundred 
pieces per hour. 

On the basis of the production record stated below, compute: 


(a) 
The rate and amount of bonus for the week. 
(b) 


The total wages of Allen, who worked forty hours at a base rate of $1.00 per hour, 
and of Knoll, who worked thirty-nine and one-half hours at a base rate of $1.50 per hour. 


Production Record 
Hours Worked Production 


399.5 99 ,076 


No. 3 


The D. P. Manufacturing Company produces one principal product. The income from 
sales of this product for the year 1950 is expected to be $200,000. Cost of goods sold 
will be as follows: 

Direct labor... . 


Fixed overhead.... 
Variable overhead . 


The company realizes that it is facing rising costs and in December is attempting to 
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plan its operations for the year 1951. It is believed that if the product is not redesigned 
the following results will be obtained: 

Material prices will average 5% higher and rates for direct labor will average 10% 
higher. Variable overhead will vary in proportion to direct labor costs. If sale price is 
increased to produce the same rate of gross profit as the 1950 rate, there will be a 10% 
decrease in the number of units sold in 1951. 

If the product is redesigned according to suggestions offered by the sales manager, it 
is expected that a 10% increase can be obtained in the number of units sold with a 15% 
increase in sale price per unit. However, change in the product would involve several 
changes in cost. 

A different grade of material would be used but 10% more of it would be required for 
each unit. The price of this proposed grade of material has averaged 5% below the 
price of the material now being used and that 5% difference in price is expected to 
continue for the year 1951. Redesign would permit a change in processing method 
enabling the company to use less-skilled workmen. It is believed that the average pay 
rate for 1951 would be 10% below the average for 1950 due to that change. However, 
about 20% more labor per unit would be required than was needed in 1950. Variable 
overhead is incurred directly in relation to production. It is expected to increase 10% 
because of price changes and to increase an additional amount in proportion to the 
change in labor hours. 

Assuming the accuracy of these estimates, you are to prepare statements showing the 
prospective gross profit if: 


(a) 


The same product is continued for 1951. 


(b) 
The product is redesigned for 1951. 


No. 4 


You were given the following trial balances of the Harlan Company. The trial balance 
as of December 31, 1950 was taken on a gross basis; that is, the totals of the debits and 
of the credits in each of the ledger accounts, including any balance from the after-closing 
trial balance at June 30, 1950, rather than the final balance, have been included. You 
are advised that the company records disbursements for expense items through liability 
accounts prior to making payment. 

The books are not available. Since the trial balance is out of balance by $270, shown 
as Unlocated difference, you attempt to locate the probable source of this difference. 
You are told that cash in bank of $28,044 has been verified. 

You are to reconstruct the ledger accounts as they probably appear. Record the 
transactions for the period in journal form and in skeleton ledger accounts keyed to 
the journal entries. You need not prepare financial statements, but you should state 
where you think the error occurred in the books and give reasons to support your 
conclusion. 


| 
to 
i 


424 


Account 
Cash in bank 
Accounts receivable.............. 
Merchandise inventory... .. . 
Office furniture & fixtures. . . 
Allowance for depreciation 
Accounts payable. ... 
Accrued income tax.... 
Capital stock. .... 
Earned surplus... .. 
Sales 


Cost of sales.......... ; 


Selling 
Bad debt losses aie 
Writedown of obsolete merchandise 
Profit on sale of investment 
Loss on sale of fixtures. 
Interest expense......... 
Income tax expense... . 
Unlocated difference. 


Solution to Problem One 


Cost of goods sold: 


Inventory, January 1 
Purchases (net) 


Inventory, December 31.... 


Gross profit on sales 


Gross profit percentage... . . 
Average Gross profit for 19 
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The Harlan Company 
Trial Balances 
June 30, 1950 

55,542 

8,663 
7,350 
50,000 


December 31, 1950 


$ oe $ 246,972 


5, 
301,425 248,979 
208 , 856 153 ,495 

11,164 635 
176 5,940 
10,000 ,000 
211,658 233 ,986 
5,658 11,050 
50,000 

10,000 55,778 

481 254,005 

151,914 
15,500 
21, 567 
25,348 

665 

1,025 
168 

23 

850 

3,700 

270 


$163,974 $163,974 


$1,296,008 $1,296,008 


The estimated inventory on December 31, 1950 is computed as follows: 


Inventory, January 1, 1950 
Purchases (net), 1950.... 


Less cost of goods sold (79% of $201, 105.00) 


Estimated inventory on December 31, 1950 


(b) 


1948 1949 1950 
$185,904.00 $196,603.00 $203,317.00 
3,325.00 2,402.00 2,212.00 
$182,579.00 $194,201.00 $201,105.00 
$ 35,304.00 $ 42,380.00 $ 45,755.00 
151,679.00 156,405.00 164,418.00 
$186,983.00 $198,785.00 $210,173.00 
42,380.00 51, 300.00 
$144,603.00 $153,030.00 $158,873.00 
$ 37,976.00 $ 41,171.00 $ 42,232.00 
20.80% 21.20% 21.00% 

21.00% 

$ 45,755.00 
164,418.00 
$210,173.00 
158,873.00 
$ 51,300.00 


Since the entire inventory and all furniture and fixtures were destroyed the co-insurance clause is not operative. 
The amounts due from each insurance company are the face values of the various policies. 
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(c) 


Since the insurance carried on the inventory is in excess of 80% of the sound value, the entire inventory loss 
will be recovered. The insurance companies will bear this loss as follows: 


$25,650.00 


Since the furniture was insured for less than 80% of sound value (assuming book value to be sound value) the 
co-insurance clause becomes operative. The liability of the insurance companies is determined as follows: 


3,000 
3,000 
$5,000.00 
Solution to Problem Two: 
(a) 
Excess of actual production over standard 19,176 pieces 
Percentage of excess actual production to standard 4% 
Total bonus for week ($. 15X399. 5).. $59.92 
(b) 
Allen’s wages: 
.00 
Knoll’s wages: 
Solution to Problem Three: 
(a) 
1950 Results 
Cost of sales: 
$150,000.00 75% 
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1951 Estimated Results 
Material cost (90% of 105% of $40,000.00)...... errr Fe 
Direct labor cost (90% of 110% of $60,000.00) on eae 59,400.00 Cas 
20,000.00 
Variable overnead (507, of direct labor)... 29,700.00 
7 
If the same rate of gross profit will be earned the gross profit will be $48,966.67, and the sales will be $195,866.67: . 
at 
Sales... $195 , 866.67 Sal 
Cost of sales: ” 
Material... . . $ 37,800.00 
Direct labor 59,400.00 
Fixed overhead 20,000.00 All 
$146,900.00 r 
Gross profit. $ 48,966.67 
(b) 
Sales ($200,000-+10% of $200,000) 1.15... $253 ,000.00 Ot 
Sel 
Cost of sales: Ini 
Material ($40 ,000+5% of $40,000+-10% $42,000) X $ 48,279.00 
Direct labor ($60 ,000—10% of 71,280.00 
Variable overhead ($30,000+10% of $30,000+20% of $33,000+10% of $39,600)........... 43,560.00 
Ot 
$183 , 119.00 
Ac 
Solution to Problem Four: 
The following is a trial balance of the transactions for the six months ended December 
31, 1950: m 
Cash... $ 253,167.00 $ 246,972.00 
Investments. . 10,212.00 5,000.00 
Accounts receivable 254,005.00 248 ,979.00 
Merchandise inventory 153,314.00 153,495.00 
Office furniture and fixtures... 2,501.00 635.00 A 
Allowance for depreciation. . mote 176.00 973.00 
Bank loans... . 10,000.00 
Accounts payable. cee 211,658.00 218, 107.00 
Accrued income tax. 5 5,658.00 3,700.00 
Capital stock.... 
Earned surplus 10,000.00 
Cost of sales. . 151,914.00 W 
Executive salaries 15,500.00 
Other administrative expenses.... 21,567.00 
Selling expenmse.......... 25,348.00 
Bad debt losses. . 665.00 
Write-down of obsolete merchandise. . ; 1,025.00 if 
Profit on sale of investments... . ary Ae 168.00 B 
Loss on sale of fixtures..... 23.00 A 
Interest expense. .. 850.00 A 
Income tax expense 3,700.00 E 
$1,131,764.00 $1,132,034.00 


© 


67: 


Ss ssssss 


8.00 


| 


Professional Examinations 427 


JOURNAL ENTRIES 


(1) 
Profit on sale of investments..... 168.00 
To record cash receipts 
(2) 
To record returned sales and bad debt losses 
(3) 
To record loss on sale of fixtures 
(4) 
To record credits to accounts pay able 
(5) 
To record depreciation on fixtures 
(6) 
To record sales 
(7) 
To record income tax expense 
(8) 


To record returned purchases. The total debits to cost of goods sold and inventory 
write-off are $556.00 less than the credits to merchandise inventory. It, therefore, 
appears that $556.00 of goods were returned to suppliers. 


(9) 
To record cost of sales and write-down of inventory 
(10) 


To record cash disbursements 
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Cash in Bank Investments ca 
~~ 21,849.00 | (10) 246,972.00 30,500.00 (1) 5,000.00 
(1) 253,167.00 (10) 10,212.00 
Accounts Receivable Merchandise Inventory 
47,420.00 (1) 247,833.00 55,542.00 (8) 556.00 
(6) 254,005.00 (2) 1,146.00 (4) 153,314.00 (9) 152,939.00 
7 _ Office Furniture and Fixtures Allowance for Depreciation Jo 
8,663.00 (1) 436.00 (3) 176.00 4,967.00 one ¢ 
(4) 2,501.00 (3) 199.00 (5) 973.00 that 
The 
| If th 
unco 
post: 
Bank Loans Accounts Payable 
(10) 10,000.00 | 30,000.00 (8) 556.00 15,879.00 
| (10) 211,102.00 (4) 218,107.00 
Accrued Income Tax Capital Stock ia 
(10) 5,658.00 | 7,350.00 50,000.00 
(7) 3,700.00 


| 
| } 
} 
| 


___ Earned Surplus Sales 
(10) 10,000.00 55,778.00 (2) 481.00 (6) 254,005.00 
Cost of Sales Executive Salaries 

9) 151,914.00 (4) 15,500.00 
______Other Administrative Expense Selling Expense 

(4) 20,594.00 | (4) 25,348.00 

(5) 973.00 

Bad Debt Losses Write-down of Inventory 
(2) 665.00 | (9) 1,025.00 
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Profit on Sale of Investments Loss on Sale of Furniture 
(1) 168.00 (3) 23.00 
Interest Expense Income Tax Expense 


850.00 | (7) 3,700.00 


Explanation of Difference 


Journal entry number 1 is out of balance by $270.00. Since the cash balance has been verified it appears that 
one of the credits in entry 1 is overstated by $270.00. The fact that the difference is divisible by 9 makes it appear 
that the error may be a transposition or a slide. In all probability the error is in the credits to accounts receivable. 
The posting of the accounts receivable column in the cash receipts record should be checked for a transposition. 
If this does not uncover the difference the cash receipts columns should be footed and balanced. If the error is still 
uncovered prove the footings of the accounts receivable control. If these steps do not uncover the error check the 
postings of the other offsets to cash receipts and prove the footings of the accounts involved. 
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ASSOCIATION NOTES 


E. Burt AvSTIN 


CANADA 


SYDNEY SHAPIRO of Montreal passed the Char- 
tered Accountants Examination in October, 1950. 


TERRITORY OF HAWAII 
University of Hawaii 


RicHArD C. BREWER of the University of Ala- 
bama is serving on the accounting staff in the 
absence of LEE GLOVER, who is teaching ac- 
counting during the current year at University of 
Alabama. LEE GLOVER has recently been elected 
an honorary member of Beta Alpha Psi at the 
University of Alabama. 


ALABAMA 
University of Alabama 


S. Paut GARNER has become a life member of 
American Accounting Association. 


COLORADO 
University of Denver 


The University of Denver in collaboration 
with the Colorado Society of Certified Public 
Accountants was host March 11 and 12 to the 
first annual tax institute. Subjects emphasized 
by the tax conference were excess profits and 
depletion. Noted speakers include ALBERT C. 
Jacoss, STANLEY DREXLER, Marquis G. Eaton, 
Taytor H. SEEBER, J. A. MARK 
RICHARDSON and WILLIAM H. QUINETTE, 


CALIFORNIA 
University of California 


CHARLES C. STAEHLING became an Emeritus 
Professor of Accounting on July 1. 

ArtHuR M. CANNON will return to the Uni- 
versity of Washington in September. 

Expon S. HENDRIKSEN and Harry R. Sim- 
MONS are leaving the University to enter public 
accounting practice. 

New appointments to the accounting staff in- 
clude CHARLEs E. JoHNSON from the University 
of Minnesota, SAMUEL R. HEPWORTH from the 
University of Michigan, and KENNETH F. SvuL- 
LIVAN and DALE L. McKEEN. 


University of Southern California 


THEODORE Lanc of New York University is 
visiting professor for the summer session. 


ROBERT DENMAN will teach the summer ses- 
sion at New York University. 

CLayTON TipYMAN and HyMAN ZIMMERMAN 
have resigned from the staff. 


Stanford University 


ARTHUR W. Hanson of the Harvard Graduate 
School of Business Administration is a visiting 
professor in the 1951 summer quarter. 

Davin E. HamItton of Standard Oil Company 
of California is lecturing on income taxation dur- 
ing the Autumn and Spring Quarter. 

J. Hucu Jackson has been appointed a mem- 
ber of the nomination board for the Ohio State 
University Accounting Hall of Fame. Jackson 
was recently the speaker at the 30th anniversary 
meeting of the San Francisco Chapter, NACA. 


ILLINOIS 
University of Illinois 


“The Alumni News” of the University of IIli- 
nois recently published a photograph of six mem- 
bers of the accounting staff, the sum of whose 
years of service taken together is 200 years. 
Those in the picture were H. H. Batty, E. J. 
Fitsey, A. C. Litrteton, Ltoyp Morey, C. F. 
SCHLATTER, and H. T. Scovitt. 

C. A. Moyer has retired from twelve years 
service as Alderman and Chairman of the Finance 
Committee for the City of Urbana. 

C. J. Gaa has been appointed by the Uni- 
versity President as one of a committee of five 
to make nominations for the Deanship of the 
College of Business Administration. 

V. E. Goopricu has recently passed the CPA 
Examination. 


INDIANA 
University of Indiana 


RoBert G. FALts and JoHn A. MOORHEAD 
have been appointed instructors in accounting. 

CirFForD R. BurRGER has resigned to accept 
a position in private industry. 


LOUISIANA 
Louisiana State University 


DANIEL Bort has been appointed Controller 
of the University. 

GEORGE Farr and Lioyp F. Morrison have 
recently passed the CPA Examination. 
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Association Notes 


Recent appointments to the staff include 
HAROLD BIERMAN and E. V. McCoLiovueu. 

Recent addresses of staff members include that 
of MARVIN Tummins before the Louisiana As- 
sessors’ Association and that of DANIEL BorTH 
before the Baton Rouge Chapter of NACA. 

James PaRSENS and TUMMINS re- 
cently passed the CPA Examination. 


Tulane University 

ARMAND L. PERRAULT, JR., has been appointed 
instructor in accounting. 

Paut C. TAytor addressed the Louisiana Ac- 
counting Conference in October on the subject of 
practical use of standard costs. TAyLorR discussed 
the subject “Control Through Costs” at the 
monthly meeting of the New Orleans Chapter of 
the Society for the Advancement of Management. 
TAYLOR also addressed the April Regional Con- 
ference of NACA in Houston on accounting in 
the oil, tool, and chemical industries. 

MARYLAND 
The Johns Hopkins University 

SyDNEY DAvipson recently passed the CPA 
Examination, ranking first in that state. 

RoBert L. STRIDER has been appointed in- 
structor in accounting. 

Howarp E. Cooper addressed the Maryland 
Association of CPA’s on research in accounting, 
and SypNEY Davipson spoke to the same meet- 
ing on the American Accounting Association’s 
recommended accounting curriculum. 


MASSACHUSETTS 

Massachusetts Institute of Technology 

The Conference of New England Accounting 
Instructors was held in June at this campus 
under the auspices of the summer session. The 
conference was under the direction of JoHN A. 
BECKETT of this University and was carried out 
with the cooperation of the American Accounting 
Association. The principal address was delivered 
by S. Paut GARNER, President of the American 
Accounting Association. 


MICHIGAN 
Wayne University 
BERNARD F. MAGRUDER has recently been 
added to the staff as assistant professor. He had 


been practicing accounting in the State of Wis- 
consin. 


MISSOURI 
University of Missouri 


Paut A. Kouter has been promoted to the 
rank of associate professor. 


431 


Pavut A. Groscu has left the University to 
enter private industry. 


NEW YORK 
City College of New York 


LENNART G. BRYNGELSSON and JoHN K. 
JAFFE were promoted to the rank of associate 
professor. 

EMANUEL SAXE has just completed his fifth 
year as managing editor of the New York Certi- 
fied Public Accountant. 

Joun N. MYEr has been appointed coordinator 
of the accounting program of the New York 
University division of general education. 

E. J. FyEtp has been appointed a member of 
the organization committee of the Commission on 
Institutions of Higher Education of the Middle 
States Association of Colleges and Secondary 
Schools. 


Columbia University 


FREDERICK E. Horn is chairman of the Edu- 
cational Committee of the New York Chapter 
Institute of Internal Auditors, a member of the 
Educational Committee of the New York State 
Society of CPA’s and has recently been made 
chairman of the Audit Committee of College 
University Alumni Federation. 


Long Island University 


E. D. Dworetsky and Louis A. FRIEDMAN 
have taken leave of absence to complete graduate 
studies in taxation. 

WILtrAm F. GAMER and STANLEY H. MEYER 
have been added to the staff as instructors. 


Syracuse University 


Crecit1a V. TIERNEY has been appointed in- 
structor in accounting. 

SHERMAN W. KENNEDY has resigned to enter 
private business. 

Tuomas J. McCormick retired in January, 
1951. 


OHIO 
Ohio State University 


The Board of Nominations of the Accounting 
Hall of Fame at Ohio State University has se- 
lected for election to this high honor two deceased 
persons, A. Lowes Dickinson and Henry Rand 
Hatfield. The posthumous awards of certificates 
were made at the banquet session on Friday eve- 
ning, May 18, 1951, on the occasion of the Thir- 
teenth Annual Institute on Accounting held in 
Columbus. In 1950 when the Accounting Hall of 
Fame was established, the first three persons se- 
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lected for the honor were George O. May, Robert 
H. Montgomery, and William A. Paton. 

Dickinson was a native of England, a Char- 
tered Accountant, and later a member of the firm 
of Price, Waterhouse & Company. For his serv- 
ices during World WarI, Mr. Dickinson was 
knighted by King George. 

Hatfield was Dean of the College of Business 
Administration at the University of California at 
Berkeley. He is a well-known writer in the field 
of accounting theory and accounting history. 


Western Reserve University 

A. L. SHUGERMAN recently received his CPA 
Certificate. 

OKLAHOMA 

University of Tulsa 

The University of Tulsa was host May 3 and 
4 to the 5th Annual Conference of Accountants. 
The theme of the conference was Problemé of the 
Petroleum Industry. The speakers list included 


the following distinguished accountants and 
petroleum specialists: E. M. Rrrep, 


THompson, G. B. WestBy, THomas A. Bow gs, 
Jr., W. L. Stewart, H. GARBADE, 
Victor Z. Brink, J. S. WHITE and Smney 
Born. The conference was jointly sponsored by 
the University of Tulsa, the Oklahoma Society of 
Certified Public Accountants, the Oklahoma 
Association of Public Accountants, the Petroleum 
Accountants Society of Oklahoma, and four na- 
tional accounting groups. 


TEXAS 
Texas Agricultural and Mechanical College 


T. W. LELAND recently addressed the Houston 
chapter of NACA on some questions underlying 
fixed asset replacement. 

Three members recently received CPA Cer- 
tificates. They are R. P. Woon, E. C. Cass, and 
C. W. HarrELt. 


WEST VIRGINIA 


Marshall College 


Porter S. Woop recently passed the CPA 
Examination in the State of Kentucky. 
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BOOK REVIEWS 


ArTHUR M. CANNON 


Accounts and Taxes—A partial record of the first Ken- 
tucky Institute on Accounting and Tax Practitioners’ 
Forum. (Lexington, Ky.: Univ. of Kentucky Bureau 
of Business Research, 1950. Pp. iv, 97. $.50.) 


This bulletin of the Bureau of Business Research, 
College of Commerce of the University of Kentucky, is 
stated to be a partial record of the forum and therefore 
we cannot judge from it the effectiveness of the program 
as a whole. However, those who attended the confer- 
ence must have come away with some worthwhile 
thoughts. 

Charles J. Gaa of the University of Illinois covered a 
subject which is receiving a good deal of attention now- 
adays—Accountant’s Service to Small Business. It is 
treated with imagination and with particular attention 
to the development of the accountant’s usefulness to his 
client in fields possibly not considered as directly re- 
lated to the accounting function as such. The public ac- 
countant has close contact with the small businessman 
and it behooves him to equip himself to provide service 
and advice where there is the need. 

The Use of Accounting Data in Economic Analysis 
seemed to be just a title on which Professor W. A. Paton 
hung his remarks. All accounting and tax forums should 
have papers of this nature for the sake of upsetting no- 
tions embedded in the minds of accounting practitioners 
through reading government regulations too many 
times. Twenty-five years ago we read Paul-Joseph 
Esquerré to wean us from a too conventional approach 
to accounting theory. Prof. Paton tilts a lance against 
regulatory accounting; he discusses the price structure; 
and, incidentally, points out that it won’t be much fun 
being an accountant under a socialistic regime. 

There were papers dealing with the planning of 
estates, by William J. Case and by Bart A. Brown, 
covering, respectively, federal taxation aspects and the 
trust officer’s point of view. Both papers bring out the 
importance of giving consideration to one’s estate be- 
fore it becomes one. There is little the executor can do 
about it afterwards. 

Mr. Aubrey R. Marrs, at that time Head of the Tech- 
nical Staff, gave a very lucid exposition of practice and 
procedure before the Treasury Department. It was ad- 
dressed directly to the practitioners of Kentucky to let 
them know how things worked in Kentucky as well as 
in the Bureau as a whole. 

What the Banker Expects in Reports for C.P.A’s was 
the title of a paper by George S. Allen. The subject is 
well covered from the banker’s point of view. Perhaps it 
would help if the banker really made his borrower realize 
how much information was required. Perhaps a certified 
public accountant should address the State Bankers 
Association on What the Banker Can Expect in Reports 
from C.P.A.’s, The subject of the paper is one which 
must be kept before the eyes of the public accountant 
and Mr. Allen’s paper can be reread with profit. 


It is a must for every accounting conference to bring 
before those present the thinking of the profession on 
current problems. Only in this way can we get reason- 
able uniformity. “Uniformity” by itself is too close to 
“regulated” to suit me. Current accounting problems 
were assigned to Carman Blough of the American 
Institute of Accountants, who discussed the work of the 
Institute’s Committees on Procedure, lifo inventories 
and their problems, pensions plans and their presenta- 
tion in financial statements, and the ever present prob- 
lems of price levels. 

E. RAWLINSON 
Certified Public Accountant 
Price, Waterhouse & Co. 
Portland, Oregon 


Advanced Accounting (Second Edition). R. Keith 
Yorston, E. Bryan Smith and S. R. Brown. (Sydney, 
Australia: The Law Book Company of Australasia, 
Pty., Ltd., 1949. Volume 1, pp. xi, 487, $8.50; Volume 
2, pp. vii, 375, $6.00; Volume 3, pp. vii, 388, $6.00.) 


Here is a three volume advanced accounting series 
from Australia, giving an excellent opportunity for com- 
parisons between American and Australian accounting 
procedures and teaching practices. Totalling some 1,250 
pages, these volumes deal with an amazing variety of 
topics. Volume 1 includes what may be called “stand- 
ard” advanced accounting course material—the prob- 
lems of partnerships, corporate net worth and inter- 
corporate relationships. Volume 2 is a study of systems, 
mechanized accounting and specialized accounts. Vol- 
ume 3 contains material for at least three courses, viz. 
valuation, analysis of financial statements and statistics. 

Volume 1 begins with an excellent chapter on ac- 
counting conventions and doctrines. Partnership forma- 
tion and operation are then reviewed. The next five 
chapters on corporate accounting evidently presuppose 
a considerable amount of work at the intermediate level, 
because after discussion of the legal requirements of 
records and statements, the authors turn to reduction of 
capital, reconstruction, amalgamation and liquidation. 
A section of 103 pages is concerned with consolidations, 
and a thorough coverage of a difficult topic emerges. 
The remainder of this volume is occupied with the par- 
ticular accounting treatment accorded to cases of bank- 
ruptcy and executorship. 

In this reviewer’s opinion, Volume 1 offers two out- 
standing chapters. Chapter 1 presents the body of ac- 
counting conventions and doctrines in one place, rather 
than relegating their treatment to scattered references 
throughout a text. Chapter 8 (Consolidated Statements) 
stresses the important problems peculiar to the consoli- 
dated area and spends little time on mechanics and 
minutiae. Emphasis is placed upon the need for uniform 
account classifications in associated companies, con- 
sistent valuation of assets at cost to the group and care- 
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ful analysis of goodwill, minority interest and consoli- 
dated surplus. The remaining chapters clearly evidence 
competent workmanship somewhat limited by rigid ad- 
herence to and emphasis upon legal requirements. 

The initial chapter of Volume 2 deals with planning 
the accounting system, including types of records, ac- 
count classifications and charts of accounts. The second 
chapter on mechanized accounting is remarkable for its 
wealth of material and clarity of presentation. Here the 
uses and possibilities of machine systems are displayed 
in vivid contrast to the limitations of manual systems. 
A brief third chapter on incomplete records is followed 
by the Australian treatment of “Loss of Profits In- 
surance” and insurance and banking organizations. 
Specialized accounts for utilities, contractors, hotels, 
garages, professional men etc. conclude this volume. 

The majority of Volume 2 is of interest only to 
Australian accountants. A notable exception is found in 
the authors’ treatment of machine methods. Using a 
series of photostated illustrations on interfold pages the 
same transactions are traced through manual and 
machine accounting systems, aiding in the most effec- 
tive treatment of the subject this reviewer has seen. 

Less than one half of Volume 3 deals strictly with ac- 
counting. Valuation and the related problem of depreci- 
ation are covered in conventional manner with the stress 
on the balance sheet approach. A chapter on inventories 
spells out a wide variety of bases of cost determination 
and quotes the official recommendations on inventories 
of both the Australian and American Institutes of Ac- 
countants. Goodwill is accorded conventional treatment 
in a short Chapter 3. Analysis of financial statements 
occupies about 100 pages, and a large amount of ma- 
terial on ratios, source and application of funds etc. is 
presented in a satisfactory manner. The remainder of 
this book, Chapters 6 to 12 inclusive, although titled 
“Statistics as Applied to Accounting Data” emerges as 
a standard course in elementary statistics—a somewhat 
puzzling inclusion in an advanced accounting text. 
Volume 3 is probably the weakest book in the series. 

There is a definite place for these volumes in any 
college library. Australian accounting, as expressed in 
this work, is cast in the British mold. The flavor of this 
tradition, in addition to the excellent passages singled 
out for special comment, warrants the attention of seri- 
ous students of accounting. 


Harry R. Simmons 
Elliott and Neilson 
Eureka, California 


Wills, Executors and Trustees. (William J. Grange, 
Walter R. Staub and Eugene G. Blackford. New 
York: Ronald Press Co., 1950. Pp. xii, 546. $6.00.) 


This work has the advantage of combining the skills 
of an attorney at law, William J. Grange, an accountant 
of wide experience and high repute, Walter R. Staub, 
and a senior trust officer of a well known suburban bank, 
Eugene G. Blackford. It seeks to bring together law and 
accounting in their relation to trusts and estates. 

Wills, Executors and Trustees deals with disposition of 
property after death. The first edition appeared in 1933 


and the current revised edition embodies considerable 
new material reflecting current laws on taxation and 
recent court decisions. Life insurance trusts and living 
trusts are treated in new chapters. Perhaps the scope 
and objective of the work can best be set forth by quot- 
ing from the preface: “The authors have endeavored to 
embody in a single volume, and in readily accessible 
form, the information which fiduciaries, lawyers, ac- 
countants, and all other persons engaged in trust com- 
pany work or with estates and trusts may reasonably re- 
quire in the ordinary course of their duties. This book 
presents the basic facts and rules of law relating to wills 
and inheritance; how and why a will should be made; 
how the estates of deceased persons are administered; 
why and how trusts are made and their operation. In 
connection with all of these subjects a carefully selected 
group of suggested practical forms has been included. 
There is also a detailed treatment of accounting for 
fiduciaries. The principles applicable to estate and trust 
accounting are set forth, and the records to be kept and 
the account of proceedings and other reports to be pre- 
pared are described and illustrated.” 

The work is logically divided into four parts. Part I 
(86 pages) deals with the law of wills and intestacy. Here 
the authors deal in brief form with the disposition of 
property—during life, at death by will or by law of in- 
testacy. Much valuable material is given as to the 
proper form of the will and the suggested clauses should 
prove helpful. The presentation is exceptionally 
straightforward and to the point and exceedingly read- 
able. However, as a counsellor-at-law, I would not use 
the text as a source of authority because it is a summary 
presentation of the law of wills and intestacy and the 
local practice and procedure of the various states are not 
treated separately. The authors do not attempt to make 
an exhaustive, authoritative study as in a technical legal 
treatise but to present in a digest form the important 
aspects of the basic rules dealing with wills. The statutes 
and practice of the state of New York are generally 
used. This is a wise selection since New York law is 
fairly representative. 

Part II (184 pages) dealing with the administration 
of estates presents an exceptionally clear summary and 
would be of great value especially to a layman who 
found himself an executor or administrator. 

Part III (156 pages) on trusts and trustees clearly 
develops the various types and purposes of trusts, the 
creation of the trust and its administration. This section 
is a valuable summary for the fiduciary. 

Part IV (100 pages) takes up accounting for trusts 
and estates. The authors wisely presuppose an ele- 
mentary general knowledge of accounting and concen- 
trate on developing the principles of fiduciary account- 
ing. Suggested forms of accounts and records, and 
illustrations, make this section of particular merit. The 
accountant should easily grasp the necessary peculiari- 
ties of fiduciary accounting and set up the records. 

The book is written in clear, non-technical language. 
It is not a legal treatise in the technical sense. It should 
accomplish the objective of its authors in providing a 
mine of important information for the layman seeking 
advice, for the lawyer in drafting a will, for the account- 
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ant who is engaged in estate and trust accounting, and 
for trustees. 
GEorGE C. THOMPSON 
Assistant Professor of Business Law 
Columbia University 


C.P.A. Law Review. Joseph L. Frascona. (Chicago: 
Richard D. Irwin Inc., 1950. Pp. xviii, 986. $7.50.) 


This book has for its goal the presentation in one 
yolume of materials which, if mastered, will prepare the 
student to pass a C.P.A. examination in business law. 

Beginning with contracts the author proceeds by 
giving the textual material which is most important to 
convey an understanding of the content and scope of 
that basic and extensive subject. This material is well 
organized in 130 pages with simple but appropriate 
marginal and topical headings. Next follow excerpts 
from the English Statute of Frauds and the Uniform 
Sales Act of 1906 as amended, apparently as in force in 
Colorado. There are then 53 pages of recent problems 
and questions, with the author’s answers. 

The pattern followed in the treatment of contracts is 
followed by the author in the analysis of and the quizzes 
on the other subjects, In some instances he adds a 
number of questions of his own to those taken from 
recent C.P.A. questions and problems. The text is so 
organized that it will be easy for the instructor who 
uses it to add questions and problems or to make cor- 
rections and additions for the jurisdiction in which he is 
preparing students. 

The subjects selected for exposition and quizzes are 
developed in the following order: Contracts, Bailments, 
Sales, Agency, Partnership, Corporations, Negotiable 
Instruments, and Security, under which he deals with 
pledges, conditional sales, documents of title, mortgages, 
liens and suretyship. The foregoing subjects are followed 
by Bankruptcy, Insurance and Miscellaneous. The 
latter deals briefly with real and personal property, wills 
and estates, trusts and taxation, followed by some un- 
classified questions and answers. 

The special merit of the book is that the writer has 
succeeded admirably in bringing together the most im- 
portant essentials of a range of subjects which would 
normally require many volumes, into one volume of 
under 1,000 pages. The type and the paper used in the 
preparation of the book are excellent. 

The limitations of the work follow largely from its 
scope. The definitions are generally short and most users 
of the text will want to amplify and modify them. When 
the author uses the term consideration he invariably 
adds the adjective sufficient. This may lead the reader to 
assume that by stressing the sufficiency of a considera- 
tion the writer adopts a quantitative test of considera- 
tion. The reviewer believes that it is wiser, instead of 
writing valuable consideration or sufficient considera- 
tion, to state simply a consideration. The author states 
on page 641, “certification of a check discharges all 
parties secondarily liable thereon.” It was and for the 
most part still seems to be true that when the drawer of 
a check has it certified, he is not discharged. The Ameri- 
can Law Institute recommended a few years ago that it 
should make no difference whether the drawer or a 


holder had a check certified. The recommendation does 
not appear in this book. 

The author has included under appropriate topics the 
following Uniform Statutes: The Uniform Sales Act as 
amended; the Uniform Partnership Act; the Uniform 
Limited Partnership Act; the Uniform Warehouse Act, 
as amended; the Uniform Bills of Lading Act; the 
Uniform Fraudulent Conveyances Act; the Uniform 
Negotiable Instruments Act; the Uniform Stock Trans- 
fer Act, and excerpts from the Bankruptcy Act. 

Although this text bears the label C.P.A. Law Re- 
view, it might very well be used by teachers of Business 
Law to cover the requirements of two or three courses. 
The reviewer intends to try it for that purpose because 
he believes that the quiz or tutorial method is the best 
way to impart the most knowledge within the limited 
time allotted. He believes that this is the best text for 
the purpose which he has examined. 

Joun A. TILLEMA 
Professor of Political Science 
George Washington University 


Corporate Treasurers’ and Controllers’ Handbook. Edited 
by Lillian Doris. (New York: Prentice-Hall, Inc., 
1950. Pp. 1277. $12.50.) 


One of the distinct impressions that a reader of this 
new handbook has is that it differs rather sharply from 
the other handbooks within the accounting field with 
which we are all familiar. Whereas these other hand- 
books have been written to emphasize coverage of all 
essential detailed features and to serve more as refer- 
ence books, this particular handbook has more of the 
characteristics of a text book; that is, it avoids details 
and in many respects sacrifices complete coverage for 
what seems to be an attempt to develop a book which 
can be read and studied as a narrative presentation. For 
this reason, it will probably find its greatest appeal as 
part of a home study or training program. 

The opening chapter deals with the functions of the 
treasurer and controller and related organization prob- 
lems. One chapter is then devoted to long-term fore- 
casting as a basis for financial planning, and this is fol- 
lowed by two chapters which deal with the installation 
and administration of a budget program. The next two 
chapters deal with cost accounting and cost control, 
with special emphasis on standard costs. A chapter is 
then devoted to the problems and control features of 
distribution cost accounting, followed by a chapter on 
the problems relating to the acquisition and disposition 
of plant and equipment. This is followed by a considera- 
tion of the break-even point technique. 

Three chapters follow which deal with short-term 
and long-term financing and duties connected with 
corporate ownership and funded debt. The next group 
of chapters deals largely with various types of internal 
procedures. Included in this group is a general chapter 
on the analysis and development of procedures. There 
are individual chapters on setting up and maintaining 
inventory control records, accounts receivable pro- 
cedures, accounts payable procedures, cash administra- 
tion, payrolls, and the taking and valuation of in- 
ventories. This group is followed by a chapter on ex- 
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ternal and internal audits, and one covering internal 
check on errors and fraud. 

Attention is next directed to internal reports and the 
analysis and interpreting of business results. This is 
followed by chapters on dividends and surplus, credit 
and collections, tax follow-up and control, the recording 
and safekeeping of investments and documents, and a 
chapter covering the retention, preservation, and de- 
struction of business records. The next three chapters 
deal with insurance, including general insurance pro- 
tection, group insurance, and insurance records. A final 
chapter deals with the field of pensions, which is cur- 
rently so much in the public eye. 

The choice of subjects covered is generally good. 
However, in the opinion of this reviewer, more per- 
haps could have been done in the areas of profit plan- 
ning, personnel selection and training, revenue analysis, 
tax policy planning, problems arising out of fair trade 
and anti-trust legislation, and general management 
service. In some of these areas the now-existing text 
books are more complete; however, in other areas the 
handbook presents material which is new and compre- 
hensive. The chapter on records management is a good 
illustration of the latter point. 

Many of the chapters are written by people who are 
nationally known for their competence in their re- 
spective fields. The quality of the material is generally 
good in that what is covered is handled in a clear and 
readable manner, although having the characteristics 
of training or orientation material rather than of a real 
reference book. All in all, the book seems to be a credit- 
able addition to the field and it should be especially 
useful as a basis for reading and study by the general 
reader—and for the more advanced financial executive, 
a means of rounding out areas where his experience has 
not been adequate. 

Victor Z. BRINK 
Assistant Controller 
Ford Motor Company 
Dearborn, Michigan 


Cases and Problems in Audits and Examinations. 
Christian Oehler. (New York: American Book Com- 
pany, 1950. Pp. vi, 535. $5.50); Case Problems in 
Auditing. Arnold W. Johnson. (New York: Rinehart 
& Company, Inc., 1950. Pp. vii, 259. $4.00); Basic 
Audit Case. Harvey G. Meyer. (New York: Prentice- 
Hall, Inc., 1951. Pp. i, 225. $3.75); Short Audit Case. 
Robert Dinman. (Chicago: Richard D. Irvin, Inc., 
1950. Pp. 64 and 44 sheets working paper. $2.75.) 
These books and cases are somewhat varied, but 

they are all materials designed to augment the study of 

a modern auditing text. Oehler’s and Johnson’s are 

books, comprising problems and extended audit cases. 

Both provide a full year’s study. Meyer’s and Dinman’s 

are audit practice cases, although the former includes a 

few problems. Accordingly, the instructor will consider 

what use he intends to make of the materials. If they are 
to take the place of the problems and cases given in or 
with a selected text, he will look to Oehler’s or Johnson’s 
books; if he wants a practice case to supplement the 
text problems, he will consider Meyer‘or Dinman. 
Oehler’s Cases and Problems is designed to be used 


in conjunction with his textbook, Audits and Examing- 
tions: Standards and Procedures. The material is divided 
into eight parts, one for each month of an academic 
year. These are: (1) Preparation—Beginning the Field 
Work; (2) Cash on Hand and on Deposit; (3) Accounts 
Receivable; (4) Inventories—Accounts Payable; (5) 
Sundry Assets and Liabilities—Securities—Property; 
(6) Funded Debt—Intangible Assets—Reserves— 
Capital Stock; (7) Operations; (8) The Report. In con- 
nection with each of these topics alternative instruc. 
tional matter is offered—either an extended case which 
runs through the entire book or fairly long but unre. 
lated projects, one or two for each month’s assignment. 
The author contemplates that either the case or the 
projects will be used, but he indicates that a combina- 
tion might be feasible, i.e., all of the cases and certain of 
the projects. Each month’s assignment is outlined as 
follows: (1) Programs for study (references to Oehler’s 
text); (2) Model illustrations and instructions for 
guidance in the preparation of the necessary working 
papers and audit report; either (3) Audit practice case; 
or (4) Projects (Problems and Cases); (5) Questions and 
Review. 

The reviewer is somewhat puzzled, however, by the 
combination of topics. Performing the inventory and 
accounts payable work in the same part of the audit is 
reasonable but why combine sundry assets and liabil- 
ities or funded debt, intangible assets, reserves, capital 
stock, and deferred charges? Because of the arrange- 
ment, one jumps from payroll taxes to Intercompany 
Accounts, and then to Securities. To one reading the 
book for the first time, the organization appears to be 
illogical and hard to follow. And the indexes seem to be 
of little help. 

All that aside, however, Professor Oehler has given 
us a first-rate book. It appears to be the result of an 
unusual combination of practical background and the 
ability to communicate the benefits of experience to 
others. Particularly to be commended are his descrip- 
tions of confirmation procedures, his insistence on “tie- 
in,” and his recognition that part of the accountant’s 
working papers may be prepared by the client’s staff. 
The working paper illustrations are clear and meaning- 
ful. Moreover, he clearly recognizes the difference be- 
tween a material and an immaterial discrepancy and 
consequently does not require the student to make an 
adjustment for every minute error in classification. This 
is quite at variance with the statement once made by an 
instructor that his auditing students were held to “ab- 
solute accuracy.’”’ Instead of insisting on his attaining 
penny-wise rightness, the student perhaps should be 
taught to look for variations from the client’s prescribed 
procedures or for weaknesses in the system of internal 
control. 

Johnson’s Case Problems in Auditing, as the name 
suggests, is a work combining problem with case 
material. In general, this means that in addition to 
doing working-paper and computational work, the 
student is responsible for giving reasons for his pro- 
cedures or for choosing the proper procedure. A certain 
amount of judgment on his part is generally required. 
The book is logically arranged and follows the pattern of 
most modern auditing texts. 
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Professor Johnson is to be congratulated on the 
freshness, attractiveness and practicality of his prob- 
Jems. They are relatively brief, requiring a minimum of 
repetitive detail. Moreover, each case appears to bring 
out a basic idea. The coverage is complete, including 
case problems on professional ethics, the use of an in- 
ternal control questionnaire, investigations, new 
financing and accounting counsel, as well as the usual 
balance-sheet-audit topics. 

The reviewer regrets that the author did not think it 
necessary to include forms for working papers and more 
detailed instructions for the solution of the problems. 
Since most auditing texts do not include many working- 
paper forms, rather depending on their own supple- 
mentary books or audit practice cases to supply them, 
an instructor using Johnson’s book would probably need 
to provide some working-paper headings and other 
instructions. Furthermore, the work seems somewhat 
redundant in general problems not particularly related 
to the subject of auditing. 

In addition to the topical case problem, there is also 
an audit case which is intended to summarize the study. 
Its emphasis is on the audit report. 

Professor Meyer’s Basic Audit Case is designed to be 
used with a one-semester course or, perhaps, as a sum- 
mary instrument in a one-year course. The author has 
drawn on his Audit Practice Case for some of the mate- 
rial, omitting books of original entry and vouchers. The 
aim is to give the student an over-all idea of the auditing 
process, requiring his participation in a minimum of the 
procedures. Accordingly, it is presumed that much 
detail has already been covered, leaving only a rela- 
tively small amount of paper work for the student to 
do. Most of the assignment consists of checking the 
client’s entries, making adjustments, setting up and 
completing a working trial balance, preparing closing 
entries, drafting statements, and writing the audit re- 
port. 

The audit programs are comprehensive and the stu- 
dent would benefit from their study and discussion— 
even though he is not required to perform the pro- 
cedures outlined. Previous year’s working papers are 
provided and the forms appear to be adequate. While 
this case would not adequately sum up the auditing 
course for the “professional” accounting trainee, it 
might very profitably be used to give the general 
accounting or other business student a quick look at the 
integrated auditing pattern. 

Professor Dinman’s Short Audit Case takes as its 
subject an audit of a law firm. According to the author, 
it can be completed in 20 hours and represents three 
days work in the field. It appears to be quite typical of 
small audit engagements. While it is designed for a one- 
semester auditing course, it might be used as an in- 
troduction to a larger auditing case. Plainly written 
programs for the various sections of the audit are pro- 
vided. No previous year’s working papers are included, 
but there are lucid instructions for the preparation of 
the current year’s papers. While there are no detachable 
business papers, facsimile reproductions of vouchers and 
other important documents are shown. The strength of 
this case lies in the fact that the student learns the pro- 
cedures by doing them, though on an abbreviated basis. 
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It would not be enough to equip a person entering 
public accounting. It should, however, give the general 
accounting student a concept of the practical aspects of 
the auditing process. 

Of the four works, Oehler’s Cases and Problems 
stands out as a major and successful effort to give the 
student practical materials. It should be used with his 
text. The rest are in minor categories, as they are no 
doubt intended to be. All have a certain merit. The re- 
viewer can conceive of a one-semester course in which 
he could use Meyer’s case or Dinman’s case, or of a one- 
year program providing for readings in books, periodi- 
cals, AIA bulletins, etc., with Johnson’s Case Problems 
as the integrating medium. Oehler’s book might 
profitably be studied by experienced accountants and 
both Johnson’s and Oehler’s works could be used for 
staff training programs. 

These works represent welcome additions to a rela- 
tively sparse literature—practical case materials for 
supplementary study in auditing. 

H. 
Associate Professor of Accounting 
Cornell University 


Accounting Basic Concepts—Fundamentals. Frederick 
Wells Woodbridge. (Dubuque: Wm. C. Brown Com- 
pany, 1947. Pp. xiii, 288. $3.75.) 


Accounting Basic Concepts—Accounts, Proprietorship, 
Analysis. Frederick Wells Woodbridge. (Dubuque: 
Wm. C. Brown Company, 1948. Pp. ix, 537. $4.50.) 


Accounting Basic Concepts—Manufacturing and Costs. 
Frederick Wells Woodbridge. (Dubuque: Wm. C. 
Brown Company, 1947. Pp. xiii, 252. $3.75.) 


The author of these three volumes has made a unique 
contribution to the material available for the so-called 
general course in accounting—an area, incidentally, 
which has been given considerable attention in recent 
years. In an attempt to avoid the voluminous, hand- 
book-type text, the beginning accounting material is 
divided among the three volumes with the stated ob- 
jective of presenting approximately one semester’s work 
in each. Thus material for three semesters is available. 
After the first semester with the Fundamentals text, 
either of the two others may be used, or they may be 
used concurrently if the instructor so desires. 

The first and underlying text—Fundamentals— 
covers the accounting cycle and includes, in addition, a 
short chapter on the subject of analysis of accounting 
data. The introductory material touches briefly upon 
accounting history and gives emphasis to the need for 
and the uses of accounting. The author has paid par- 
ticular attention tc the inclusion of considerable 
orientation material to aid the student who is lacking in 
business background in seeing accounting in its proper 
setting. The text is replete with flow charts, business 
forms, illustrative calculations and other devices help- 
ful in expediting the flow of the concepts into the stu- 
dent’s mind. 

The materia] on the accounting cycle begins with a 
consideration of financial statements and then the 
ledger, the journals, and the closing of the accounts are 
taken up in that order. Control accounts and work sheet 
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preparation are treated next and the presentation is 
completed by the previously mentioned chapter on the 
use and analysis of accounting data. About sixty pages 
of problems are included in the back of this text. 

In the opinion of the reviewer, Fundamentals is ad- 
mirably suited to meet the needs of students of law, 
engineering, management, and other nonbusiness 
and/or nonaccounting majors. There is a possibility 
that some instructors might find that the text does not 
include enough material for a full semester’s work. 

The second text, Accounts, Proprietorship, Analysis, 
begins with a consideration of certain basic accounting 
theories and procedures (about one-fourth of the text 
is so devoted), then moves on to give four chapters to 
partnerships and four to corporations. A chapter then 
follows on funds and reserves and, with respect to funds, 
the coverage includes a discussion of their business, elee- 
mosynary and governmental usages. Then the author 
again treats the subject of the use of accounting data, 
which was briefly touched upon in Fundamentals, but 
in this latter text the subject is covered much more 
extensively (about one-fifth of the text). Some one 
hundred and twenty pages of problems are included in 
the back of this volume. 

Thus Accounts, Proprietorship, Analysis permits the 
instructor to emphasize the accounting functions or the 
interpretative functions of accountancy according to his 
own predilections. In his presentation of the material, 
the author has achieved a nice balance between these 
two objectives. 

The text subtitled Manufacturing and Costs is, as 
the author states in the preface, designed to meet the 
needs of students majoring in engineering or industrial 
management, and also to be used for the introductory 
course to cost accounting. 

In addition to material on the factors of production, 
specific order and process costs are treated in this text 
and one chapter on standard costs is included. The 
voucher system is introduced in one of the earlier chap- 
ters. Over fifty pages of problems are included in the 
back of the text. 

The reviewer believes that this volume will meet the 
first stated purpose of the author admirably; however, 
insofar as its use as a text for an introductory course in 
cost accounting is concerned, the writer feels that it 
might be considered inadequate by some cost account- 
ing teachers. 

The author has devised some useful supplemental 
instructional material for each of these three texts. 
Question sheets have been developed for some of the 
chapters which are essentially descriptive and for most 
of the other chapters so called Visualization Sheets are 
available. These forms enable the student to work the 
problem completely (including preparation of financial 
statements) on one sheet so that he has before him the 
whole picture within a single frame. 

In the opinion of the reviewer, the author has added 
a most useful and flexible series to the ranks of the text 
material in the general accounting area. The idea of one 
introductory course which can be followed by material 
peculiarly suited to the student’s needs—whether he be 
in industrial engineering, law school, management, or an 
accounting major, seems to be quite sound. The author 


has gone to considerable length in his endeavor to make 
the material comprehensible to all students and to show 
where accountancy fits into our economic and social 
system. This trio of texts certainly merits the considera- 
tion of all seeking material for the one-year terminal 
type accounting course frequently found in liberal arts 
colleges, or for the one-year general survey course, or 
for those special one-year courses oriented to meet the 
needs of students in particular fields. 

E. JozE DEMaris 

Assistant Professor of Accounting 

Montana State University 


Graphic Profit Analysis and The Break Even Point. 
A. Francis Pillsbury. (San Francisco; 3420 Ulloa 
Street, 1950, Pp. 35. $2.50.) 


During an upward surge of business activity, ex- 
penses are added to operating costs rather easily. Then 
when curtailment becomes necessary, managers often 
find it difficult or impossible to cut their costs as rapidly 
as their volume shrinks. The problem then becomes 
that of determining the point in the downward trend at 
which profits become zero. A convenient device for this 
purpose is the “break-even” chart. 

Most books that deal with break-even analysis as- 
sume their readers to know how to construct break-even 
charts. This book does not. The first nineteen pages are 
devoted to an explanation of the fundamentals of the 
chart’s construction. Then follows a discussion of the 
use of the chart under varied conditions; i.e., irregular 
variable expense calculations, irregular sales calcula- 
tions, multiple-product operation and percentage cost 
calculations. 

Although, as explained, the author assumes that his 
readers have no prior knowledge of break-even analysis 
and so begins with very simple concepts and moves 
with mathematical precision step by step to the com- 
plete chart, the monograph is not particularly easy 
reading. By contrast his treatment of the really difficult 
phases of break-even analysis is too brief. For example, 
irregular sales calculations are treated in three lines of 
print, multiple-product operations receive fifteen lines, 
and percentage cost calculations are finished off in 
seven lines. 

In spite of this brevity, however, the monograph 
does describe some rather novel applications of the 
break-even type analysis. 

WILForD J. EITEMAN 
Professor of Finance 
University of Michigan 


Monetary Policy for a Competitive Society. Lloyd W. 
Mints. (New York: McGraw-Hill Book Company, 
Inc., 1950. Pp. vii, 236. $3.00.) 


Federal Reserve Policy-Making; A Study in Government 
Economic Policy Formation. G. L. Bach. (New York: 
Alfred A. Knopf, 1950. Pp. xi, 282. $2.25.) 


These two publications are of particular interest at 
a time when monetary policies and the relationship be- 
tween Treasury and Federal Reserve are being so care- 
fully re-examined. 

Professor Mints shares with his late colleague, Pro- 
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fessor Henry Simons, the distinction of developing the 
monetary policy aspects of a liberal program for reform 
of the private enterprise system. It is within the frame- 
work of this program that Dr. Mints’ book must be 
considered,—a program based on the belief that there 
is nothing basically wrong with a competitive system, 
that it is necessary for the State merely to provide 
definite rules of the game under which the system is to 
operate. 

His book is addressed primarily to economists in 
the hope that it will aid in achieving a substantial con- 
sensus concerning ‘‘at least the essential elements of a 
wise policy.”” Nevertheless, to many economists whose 
faith in the satisfactory functioning of our system, once 
conditions of monetary stability are provided, is not so 
great as the author’s, his recommendations may appear 
inadequate. However, to Prof. Mints the alternative 
offered by many of these economists, involving govern- 
ment responsibility for the direct support of aggregate 
demand and employment, with no rule of action other 
than the relative political strength of competing pres- 
sure groups, would be unacceptable since it would be 
disastrous to the cause of monetary stability and prob- 
ably in the long run to our whole economic and political 
structure. 

There undoubtedly are other economists who will not 
agree with his statement (p. 4) “that the responsibility 
of the state for maintaining employment is indirect. It 
is met if provision is made for such over-all requirements 
as flexible prices and stability of monetary conditions.” 
However, if his thesis that “if such rules are provided 
no direct remedies for unemployment will be required,”’ 
can be demonstrated, the previous statement may ap- 
pear irrelevant. 

Professor Mints then proceeds to develop his thesis 
that, under the assumption of a reasonably flexible price 
structure, aggregate demand would be maintained by 
adopting a definite and known policy of monetary 
stability. This is partly because of the change in the 
value of the public’s cash balances as aggregate demand 
and prices fluctuate but largely because of the ex- 
pectations of stability induced by such a policy. He holds, 
however, that chronic unemployment because of the 
extensive development of labor monopolies, as well as 
frictional unemployment, are not susceptible to control 
by monetary measures. In the past the important 
fluctuations have occurred not because investment 
opportunities were lacking, but merely because proper 
monetary-fiscal measures were not adopted to satisfy 
the community’s desires for liquidity. Here Prof. Mints’ 
criticism of Keynes differs sharply from the commonly 
accepted idea that Keynes’ analysis is essentially static. 
He maintains that Keynes’ theory of liquidity prefer- 
ence—though not explaining the level of the interest 
tate—does explain why interest rates and employment 
fluctuate. He holds, however, that changes in liquidity 
preference are more likely to affect aggregate demand 
directly than through the interest rate-investment 
mechanism. 

_ After a careful analysis of the likely operation in both 
international and domestic affairs of various guides for 
monetary action, he concludes that the policy of 
Stabilizing a combined index of wholesale prices of 
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domestic and international goods under a national 
standard should be adopted. The policy of steadily in- 
creasing the stock of money at a rate equal to the rate 
of increase in transactions is placed at the top of the list 
of alternative policies of stabilizing monetary condi- 
tions. Rejection of the Friedman stable-budget plan, 
involving the balancing of the Federal budget at a high 
employment level, is based on the contention that such 
a policy would produce a secular drag on wage rates, 
particularly in an economy where population is growing 
and technology advancing. 

With respect to implementation, Professor Mints 
justifiably criticizes severely the present chaotic set of 
institutions and legislative regulations in monetary 
matters, including fractional reserve banking itself and 
the discretionary control powers of the Federal Reserve 
System. He recommends that Congress should con- 
centrate all monetary powers in a single agency such as 
the Secretary of the Treasury or a board of three mem- 
bers and, probably, a Congressional Committee au- 
thorized to adjust tax rates. The Reserve banks should 
be operated as branches of the monetary agency with 
the function of stabilizing the index of prices through 
open-market operations in the public debt without 
regard to stabilization of the government bond market. 

Adjustments in the relationship between Federal 
expenditures and revenues, through revenue changes, 
may also be required to ensure realization of the ob- 
jective. When the Federal debt has been reduced to a 
desirable minimum for monetary control purposes it 
will then be necessary for permanent deficit financing to 
take over the function of providing for the annual 
increase in the quantity of money required for secular 
price stability. This monetary deficit would then be- 
come the starting point in making up the budget while 
the level of welfare expenditures should be determined 
independently, a rather unlikely probability in this re- 
viewer’s opinion. 

Professor Mints’ new book deserves serious con- 
sideration as a carefully presented analysis of the case 
for non-discretionary control of the money supply as 
opposed to a continuing jumble of discretionary and 
inconsistent monetary policies. 

Professor Bach has also been greatly influenced by 
the Chicago banking school. However, he has had con- 
siderable experience with the practical operations of 
present monetary control organizations, first as econo- 
mist to the Federal Reserve Board of Governors during 
the war years and later in conducting a study of the 
same organization for the Hoover Commission. In fact, 
this monograph is based to a considerable extent on the 
latter study. Since it is concerned with the current 
processes of monetary policy formation and their im- 
pact on the policies that evolve, it is a fitting comple- 
ment to Professor Mints’ more theoretical study. It 
should also prove to be an invaluable aid to the student 
of our present system of monetary and banking control. 

In his introductory chapters he traces the develop- 
ment of the Federal Reserve System’s functions and 
structure and discusses the role of monetary policy 
which only recently has become, in very general terms, 
that of making a maximum contribution to high level 
employment without inflation. In his concept of 
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“money” he includes the public’s total supply of liquid 
assets and its composition. Thus he does not neglect the 
important influences of Federal debt, budgetary, lend- 
ing agency, and even bank supervisory policies upon 
monetary affairs, particularly in the current high 
liquidity situation. 

The main body of his work, however, is the detailed 
description he gives of the actual informal processes by 
means of which policy decisions are reached. This in- 
volves discussion of the inter-relationships among the 
various Federal Reserve authorities, the Treasury, the 
President, and other interested authorities and research 
staffs in the formulation of monetary policies. He main- 
tains that the main weakness in the organization of 
monetary control is the lack of an adequate mechanism 
for integrating monetary policy into government 
economic policy generally. In addition there is a need 
for clarifying the relationships among the various 
monetary agencies, particularly the Federal Reserve 
and the Treasury, in the determination of monetary 
policies. Professor Bach recommends the establishment 
of a loose economic policy council, headed by an eco- 
nomic assistant, responsible directly to the President, to 
provide for proper coordination of all monetary and 
economic policies. Like so many economists who have 
had close contact with the operating agencies them- 
selves, he also comes out in support of a Federal Reserve 
entirely independent of the Treasury and with equal 
representation on the top level coordinating group. 

However, the present reviewer believes that all the 
advantages claimed for this plan could be realized by 
setting up a Cabinet Committee on Finance headed by 
the Secretary of the Treasury, the President’s right hand 
man on financial matters. Reorganization of the Treas- 
ury Department and broadening of its function from 
that of minimizing interest payments on the debt to 
that of maintaining a high level of employment without 
price inflation would, of course, be essential. Thus sub- 
ordination of the Federal Reserve to the Treasury 
would not occasion the present difficulties while it would 
definitely locate authority and responsibility for 
monetary policies in the top level of the executive 
branch. 

Incidentally, Professor Bach is in error in a relatively 
minor matter when he states (see p. 213) that in Canada 
the central bank is not responsible to the Minister of 
Finance. 

DONALD A. FERGUSSON 
Assistant Professor of Finance 
University of California 
Berkeley 


Economics of National Security. Associates in the De- 
partment of Social Sciences, United States Military 
Academy, edited by Col. George A. Lincoln, Col. 
William S. Stone, and Col. Thomas H. Harvey. 
(New York; Prentice-Hall, Inc., 1950. Pp. xvi, 601. 
$6.65.) 


This is a general text on the economic policies and 
procedures that are related to national security in the 
United States. The book is a joint effort by the officers 
in the Department of Social Sciences at West Point. 


National security is broadly conceived as a function of 
the interrelated economic, political, psychological, 
military, and geographic factors. This framework is kept 
before the reader in a consistent manner. 

There are several important assumptions upon which 
this analysis of policy is based. (1) The United States 
is the leader of one bloc, in a two-bloc world. (2) “The 
struggle for the future is a conflict with communism” 
(p. 507). (3) “Peace, if a condition of continued conflict 
that at times involves limited military hostility can be 
called peace, is possible only through power” (p. 510). 
(4) The “free world” will not be the aggressor. (5) A 
long-sustained security program is necessary for our 
survival, but it dares not be either too little or too 
much. Public opinion must be aware of the critical 
problems, if our democratic system is to discover the 
happy medium of neither too much nor too little. The 
authors feel that their “‘ . . . mission in this writing is to 
pinpoint the critical problems rather than to present 
blue prints for preparedness” (p. 516). 

The first half of the book deals largely with the 
tangibles of power: i.e., manpower, raw materials, in- 
dustrial mobilization, transportation. communications, 
and electrical power. The next four chapters treat the 
transactions aspect of security; i.e., procurement of the 
goods, alternative methods of raising government 
revenue, stabilization of the civilian sector, and the 
federal budget. Chapter XI deals with economic war- 
fare and foreign aid programs, while the last chapter is 
an outlook for the future. The discussion throughout 
the text is illustrated by examples from World Wars I 
and II, and the period 1945-1950. The relevant policy 
of other nations in providing for their national security 
is also frequently analyzed. 

This reviewer unhesitatingly recommends the 
Economics of National Security to the moderately in- 
formed layman, and for consideration by teachers of 
courses that touch or center on problems of national 
security. Analytical sections are written concisely, but 
historical sections are sometimes crammed with details 
whose complexity is only partially relieved by the tables 
and excellent charts. The book deals occasionally with 
economic principles and does so always in very simple 
terms. This is an advantage to the layman and to col- 
lege students unprepared in economics; it is a short- 
coming of the book for use in advanced college courses 
that presume a knowledge of economic theory. 

The analysis is usually objective, although there are 
occasional lapses. For example, “The pretended distinc- 
tion between military agency and civilian agency, on 
the basis of a difference between ‘military mind’ and 
‘civilian mind,’ is a false distinction developed by news- 
paper propagandists and psychological saboteurs” 
(p. 320). This is either setting up a straw man or a with- 
drawal of the authors’ endorsement of the civilian- 
military checks and balances discussed in Chapter V. 
Granting the assumptions outlined at the beginning of 
this review clearly means granting a position which is 
still the subject of some argument in our country. The 
reviewer believes, however, that the point of view pre- 
sented is a worthwhile axe to grind. It is also his opinion 
that given these assumptions and notwithstanding cer- 
tain shortcomings, this book is the most able current 
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presentation of the problems of economic policy and 
national security. 
Dwicut P. FLANDERS 
Associate Professor of Economics 
University of Illinois 


Accountant’s Rapid Tax Finder. Paul M. Johnson. (New 
York: Prentice-Hall, Inc., 1951 Pp. vi, 117. $5.95.) 


With the exception of five pages of introduction and 
instructions for the use of this book, the entire volume 
consists of federal income tax tables. These tables 
furnish tax figures for corporations and non-corporate 
taxpayers for the calendar year 1950, and for fiscal 
years which overlap the effective dates of the 1950 
Revenue Act. The user of these tables must first com- 
pute taxable net income in the usual manner without 
regard to this book; then he looks up his tax on such in- 
come in these tables. 

The tables for individuals show tentative combined 
normal tax and surtax figures on left hand pages and re- 
lated percentage reduction factors on right hand pages 
which face the tentative tax pages. A calendar year 
individual taxpayer who has, for example, a taxable net 
income of $1,998.70 looks up the tax on $1,900.00, 
$98.00, and $.70 separately on the appropriate left hand 
page. The results are $380.00, $19.60, and $.14, re- 
spectively, or a total of $399.74. On the right hand 
page, which faces the tentative tax table he used, are 
located the related percentage reduction figures. The 
total reduction is found by looking up the reduction on 
$300.00, $99.00, and $.74; the results are $39.00, $12.87, 
and $.10 respectively, or a total of $51.97. The tax, of 
course, is the difference between $399.74 and $51.97 or 
$347.77. Actually the tax can be computed with these 
tables in no more time than was necessary to write this 
explanatory paragraph. The same procedure is followed 
for 1950 calendar year joint returns; the tax and reduc- 
tion for half of the aggregate income are found and the 
result is multiplied by two. 

Finding tax for fiscal year returns in these tables re- 
quires more work than for calendar year returns, of 
course, because the taxpayer must first figure tax both 
at 1949 rates and at 1951 rates before the proration 
tables can be used. The 1949 tentative tax is found in 
the same tentative tax tables which were used for the 
calendar year 1950; percentage reduction factor tables 
for 1949 are located separately in the front portion of 
the book. The 1951 tax is located in the same tentative 
tax tables which were used for the calendar year 1950; 
reduction percentages are not allowed for 1951. The 
proportion tables are then applied to the 1949 and 1951 
taxes which were computed in the foregoing manner. 
The left hand pages of these tables show the tax for the 
appropriate part of a year under the 1949 rates and, on 
the right page, is found the tax for the balance of the 
year under 1951 rates. 

Similar procedures are used for finding taxes for 
corporations. Corporation tables include those for 1949 
tates, 1950 rates, 1951 rates and for fiscal year returns. 

Three-percent tables for annuities, five-percent 
tables for medical expenses, and fifteen-percent tables 
for contributions are also included in this volume. 


Without doubt this book succeeds in its goal of 
furnishing a practical calculating short cut that will 
eliminate some of the pressure under which practi- 
tioners find themselves in doing tax work. 

Cares J. GAA 
Professor of Accountancy 
University of IWinois 


Studies in Accounting. Edited by W. T. Baxter. (Lon- 
don: Sweet & Maxwell, Ltd., 1950. Pp. 455, £1. 3s. 
6d.) 


This is the first of a series of volumes in which out- 
standing accounting articles will be reprinted, sponsored 
by the (English) Association of University Teachers of 
Accounting. This volume covers general accounting 
subjects; subsequent volumes may deal with cost ac- 
counting and other allied topics. 

Included in the collection are eight articles which are 
American in origin and seventeen which were written 
by English accountants or economists. 

The editor observes in his introduction that those who 
study or teach accounting are sadly handicapped by a 
shortage of good reading. While textbooks are plentiful, 
much useful material is not always easy to locate, often 
taking the form of essays or papers scattered through 
the old files of British and American periodicals which 
few can readily consult. 

Subjects include history of accounting, fraud, dis- 
cussion of English law and the Companies’ Act, final 
accounts (“annual reports” would be a literal transla- 
tion to an American term), corporate management, ac- 
counting theory, depreciation, changes in the price 
level, and the effect of socialization in Great Britain on 
the accounting profession. About a third of the articles 
were first published more than ten years ago. 

American readers will recognize such familiar names 
as Paton, Hatfield, Greer, and Kohler among the 
authors. While most of the English articles, particularly 
those dealing with accounting theory, should be useful 
to any American interested in accounting, some of the 
discussions of final accounts in England seem a little 
remote from the day-to-day activities of those in 
America concerned with the preparation of annual re- 
ports to stockholders. However, it is very easy for any- 
one, and accountants are no exception, to adopt a rather 
local viewpoint. It is always interesting and worthwhile 
to review the English viewpoint and approach to ac- 
counting problems, which admittedly differs in many 
significant respects from the American viewpoint. 

Of particular interest are the articles on the history 
of accounting, which include a review of some of the 
Colonial accounting practices in America. 

A reprint of an article on fraud (the Interstate 
Hosiery Mills, Inc., case) will hold the attention of any 
reader not familiar with its details. This article origi- 
nally appeared in the magazine The New Yorker. In this 
amazing case, an independent accountant was helping 
his client maintain his books of account. He personally 
prepared the company’s monthly and annual financial 
statements. For reasons that were never entirely clear, 
he caused entries to be made which resulted in a show- 
ing of $1,900,000 in totally nonexistent assets—a struc- 
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ture without foundation which stood up sturdily for 
four years and in the end fell only because of an ac- 
cident. “It caused this individual much toil and 
brought him no profit.” 

Another interesting article, “What Is Wrong with 
Accounting?” by K. MacNeal, originally published in 
The Nation (New York), October 7-14, 1939, critically 
analyzes certain problems of accountants which have 
never been completely solved. It is not necessary to 
agree with all of Mr. MacNeal’s conclusions to find 
food for thought in his remarks. He discusses some of 
the limitations of the cost concept in balance sheet 
presentation, and points out obvious discrepancies be- 
tween the accountant’s and the economist’s concept of 
income. His objectives in the presentation of balance 
sheet data and determining income are laudable. Most 
accountants would agree that the difficulty arises in 
the practical working out of these objectives. Those 
who believe that the accountant should be an appraisal 
expert, placing more emphasis on value than cost, will 
find comfort in his presentation. 

In discussing “Depreciation and the Price Level” 
Mr. W. A. Paton takes the affirmative to the proposi- 
tion that some recognition should be given to the exist- 
ing price level in reflecting depreciation charges in net 
income. A quotation from his closing remarks seems 
worthwhile: “Advocates of increased depreciation 
charges under prevailing conditions need to be reminded 
of a number of limiting considerations. Adjustment of 
depreciation charges to reflect higher prices, however 
carefully made, is no complete remedy for the account- 
ing ailments resulting from an unstable dollar. It is 
no more reasonable to expect increased depreciation 
charges to bring about a millennium in income reporting 
and financial administration than it is for LIFO en- 
thusiasts to claim that their inventory procedure will do 
the job. Both ideas represent nothing more than 
nibbies at a very difficult problem.” 

This volume was not intended as a textbook in the 
usual sense. It may not be widely read by industrial 
accountants, or by professional people in the schools 
or in public accounting offices with extensive libraries 
readily available. To anyone who does not have ready 
access to reference material, particularly published 
articles in accounting journals, this volume and others 
that are to come can provide a useful source of reading 
material. 

E. HAMMAN 

Certified Public Accountant 
Touche, Niven, Bailey & Smart 
Detroit, Michigan 


Engineering Economy. H. G. Thuesen. (New York: 
Prentice-Hall, Inc., 1950. Pp. xvi, 501. $5.00.) 


In the preface to this work the author states that his 


purposes are: (1) . to aid the engineering student to 
extend to economy the application of factual analyses 
...,” and (2) “... to develop an attitude that will 


cause him to approach engineering problems with re- 
gard for their economic as well as their physical implica- 
tions.” 

In attempting to attain these objectives the author 
has devoted sections of a chapter, a whole chapter, or 


several chapters to such diverse topics as compound 
interest functions, comparisons of alternatives on the 
basis of present value, the mathematics of depreciation, 
some definitions and basic concepts in the economics 
of the individual firm, accounting, marketing research, 
personnel administration, and public finance and taxa- 
tion. 

It is unfortunate that an attempt was made to 
cover so wide a range, because the consequences come 
perilously close to providing over so many fields that 
little knowledge which is so dangerous a thing. 

The processes of learning are generally improved by 
the consistent use of well understood and widely used 
terms. This is particularly true where the terms are used 
in a field of study in any degree foreign to that of pri- 
mary interest to the writer. Definitions offered in this 
book for such terms as engineering, economy, cost of 
goods sold, marginal cost, and others bear no relation 
either to definitions found in unabridged dictionaries or 
to definitions found in the works of recognized leaders 
in the several fields from which they are taken. Specifi- 
cally, on page 198 the term “marginal cost”’ is defined as 
“...an increment of output whose cost is barely 
covered by the return derived from it... ”’; again, on 
page 261, cost of sales is said to be obtained “ .. . by 
adding administrative and selling costs to the factory 
cost.” 

In many illustrations the trouble is taken to repre- 
sent the variables by symbols and set up equations, 
where in the real world the problems involving alterna- 
tives, break-even points, etc., would normally be set up 
in schedule form. 

In the chapter on depreciation, depletion is listed as 
one of the types of depreciation. This chapter contains 
the usual exercises in arithmetic provided by many of 
the mathematical formulae for determining periodic 
depreciation which are so irrelevant to the real world. 
In this same chapter the author makes the statement 
that in the sinking fund method of depreciation “... 
one of a series of equal amounts is deposited into a sink- 
ing fund at the end of each year of the asset’s life.” 

Although the volume contains a wealth of interest- 
ing problems for study, it is this reviewer’s considered 
judgment that if it is to be used as a means of supple- 
menting the formal technical training of engineering 
students the author says much too little about each of 
far too many fields of study. 

J. KELLY 
Dean of the School of Accountancy 
Golden Gate College 


Fundamentals of Governmental Accounting (Second Edi- 
tion). Lloyd Morey and Robert P. Hackett. (New 
York: John Wiley & Sons, Inc., 1951. Pp. xiii, 518. 
$5.50.) 

In a foreword to this new second edition of Morey 
and Hackett’s well-known work (actually the fourth 
edition, if we take account of the two editions of the 
preceding publication by Morey alone), a quotation is 
given which reads in part, “it nevertheless is true that 
an informed person will ask questions. He will want to 
know the reason why.” That may be taken as sufficient 
reason for welcoming this revision, for it includes new 
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explanatory material appertaining to items mentioned 
too briefly in the predecessor book. 

In fact, one of the former criticisms of this good work 
was that in spots it became almost manual-like in its 
dictates without giving reasons. Students had often 
raised the question “why,” and sometimes the faculty 
man wondered in like manner. There are still areas 
(as in Chapter IX) where this fault persists, but the 
book is improved. 

Other changes also have been made. The chapter on 
the budget now precedes that on revenue funds. Some 
additional differences between governmental and com- 
mercial accounting are pointed out—possibly inspired 
defensively by Ira B. McGladrey’s attack on the fund 
method of accounting for colleges (Journal of Account- 
ing, August 1949), an attack with which Mr. Morey 
took issue. Certain new trends in accounting thought 
are reflected in the revision—as, for example, using the 
account title “Estimated Uncollectible Taxes” to re- 
place “Reserve for Uncollectible Taxes,” and adding a 
small section on the performance budget. 

Instructors who looked forward to a possible new 
set of problems to serve their students will be both dis- 
appointed and pleased. All the problems of the first 
edition are repeated in this volume without change ex- 
cept for the dropping of the cents from the figures 
used. However, twenty-four C.P.A. problems from the 
uniform examinations prepared by the American Insti- 
tute of Accountants have been added as a separate 
group. These are, of course, both welcome and quite 
necessary in satisfactorily preparing for the C.P.A. 
examination. 

Most of those interested in governmental accounting 
are familiar with the helpful, detailed development of 
entries, accounts and statements used by the authors in 
the earlier edition and now continued in this new one. 
It makes the book a very useful text for teaching. But 
that very simplicity of presentation has at least one 
uniavorable aspect. The statements are so simplified 
that they do not serve as good examples for the stu- 
dents to follow. A few comprehensive illustrations with 
proper headings, possibly taken from some municipal 
reports, would be helpful. It is noted also that no budget 
forms for preparing departmental estimates are shown. 

The reviewer noted occasional errors. For example, 
on page 287 appears the comment “Such an entry 
[depreciating general property] is of no value or sig- 
nificance unless at the same time depreciation can be 
entered as an expense of the fund or funds through 
which the asset was acquired.” Clearly, it is not the 
acquiring fund but the fund financing the activity using 
the fixed asset which should be charged with the 
depreciation. The acquiring fund is often a bond fund 
entirely closed out after the asset is obtained. Other 
errors appear on pages 166 and 212. 

The criticisms mentioned are minor. Like the first 
edition, this is a good book—fairly comprehensive and 
yet easily understood by those new in the field of gov- 
ernmental accounting. The revision has added to its 
worth, 

ARTHUR N. LoriG 
Professor of Accounting 
University of Washington 
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Specialized Accounting Systems (Second Edition). Henry 
Heaton Baily. (New York: John Wiley and Sons 
Inc., 1951, pp. xii, 579. $6.00.) 


The second edition of Specialized Accounting Systems 
is not radically different from the first edition. The first 
fourteen chapters of the revised edition have the same 
chapter headings, which are as follows: Introduction, 
Contractors, Department Stores, Small Loan and 
Finance Companies, Building and Loan Associations, 
Commercial Banks, Fire Insurance, Life Insurance, 
Stock Brokerage, Grain Brokerage, Water Utilities, and 
Railroads. In those chapters the following changes have 
been made. The material dealing with state laws con- 
cerning finance companies and the material on brokage 
commissions and tax rates have been brought up to 
date. A discussion concerning the use of “Lifo” in de- 
partment store inventories has been added. Consider- 
able clarifications of explanations have been made, of 
which the method of taking up profits by contractors, 
and the operation of the sales audit, and the leased 
department account by department stores deserve men- 
tion. 

One chapter of sixty-three pages on System Con- 
struction and Installation has been added. 

The old problems have been revised, and questions 
and problems for the new chapter have been added. 

It seems that Professor Baily has done as well with 
the new chapter on System Construction and In- 
stallation as can be done in the limited space of sixty- 
three pages. It should be valuable to students who are 
writing a term report on some system whether or not 
the chapter is specifically assigned as study material. 
Where only one course in Systems is offered, this chap- 
ter will be a valuable addition to the course. 

Those familiar with the first edition will recall that 
no attempt was made therein to outline specific systems 
for the industries studied. General principles and the 
problems peculiar to the industries are the things 
stressed. The same plan has been followed in the revised 
edition. 

GrorcE B. McCowENn 
Professor of Accounting 
Oklahoma A. and M. College 


Fundamentals of Accounting (Third Edition). Harry H. 
Wade. (New York: John Wiley and Sons, Inc., 1951. 
Pp. vii, 367. $4.75.) 


Any book which the publishers have carried on their 
lists for seventeen years, and which is now available in 
its third edition, must be considered a satisfactory 
book. To those accountants who consider their field a 
part of applied economics the voice of the market must 
be listened to. In the current revision of this very 
marketable book (the first since 1941) the author has 
added new material, eliminated other material and 
altered the order of topics; and, more important, he 
has made changes that reflect accounting thinking in 
recent years. 

The book has as its subtitle “A Text Designed Pri- 
marily for a Survey Course,”’ but nowhere is there any 
indication of the type of survey course to which it is 
considered best adapted. However, Professor Wade 
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teaches a survey course for engineers at the University 
of Iowa and the title page points out that the author’s 
undergraduate degree was in industrial engineering. The 
first edition was designed with an eye fixed on engineers; 
subsequent editions have tended more and more to a 
smorgasbord approach—something for everyone. 

There are various types of survey courses—for 
lawyers, pharmacists, economists, management stu- 
dents, and engineering students. In the reviewer’s 
opinion, this book is best adapted for engineering stu- 
dents who need a course in introductory principles as a 
foundation for cost accounting. For others (and for 
engineers who will take no more accounting) there is 
a need for more material on the uses made of accounting 
data and the limitations of accounting. If this material 
is to be supplied by the instructor, the present edition 
should be an adequate framework on which to build. 

The author has added in his new edition, material 
on cash, receivables, inventory, liabilities and partner- 
ships. Very little mention was made of these subjects in 
the earlier editions. The cash section includes a descrip- 
tion of the operation of a bank account, the bank recon- 
ciliation process, and the items properly includible in 
cash. There is a very sketchy treatment of the problem 
of cash control. The definition of accounts receivable 
and entries required by the discounting of notes re- 
ceivable make up the discussion of receivables. As to 
inventories, fifo, lifo and weighted average methods of 
determining cost are briefly described with the flow 
of goods given as the rationale of each. The effect on 
profits of these inventory methods is barely mentioned. 
The cost or market rule is stated, with the limitations 
placed on the traditional rule by the American Ac- 
counting Association’s Statement of Principles and 
the American Institute of Accountants Research Bulle- 
tin No. 29. 

The new chapter on liabilities includes payroll taxes, 
bonds and contingent liabilities. The description of gen- 
eral ledger accounting for payroll taxes is brief but 
excellent. Also added is a chapter on partnerships 
covering division of profits, admission and retirement of 
partners, incorporation of a partnership and liquidation 
of a partnership by instalments. These seventeen pages 
are well written, but are so closely packed that they 
could easily cause indigestion in a class. 

In this revision technique has been de-emphasized in 
the treatment of special journals and adjusting entries. 
However, the voucher register treatment appears to 
give an adequate background for cost accounting 
courses. 

Changes in the third edition bear witness to the 
changes in accounting in the last ten years. The newer, 
experimental forms of statements are reported (al- 
though the “single step” income statement is given 
only footnote mention). The word “allowance” has 
replaced “reserve” in the title of valuation accounts and 
“capital” has replaced “net worth.” There is an ex- 
cellent statement of the controversy over what should 
be included in the income statement. 

Numerous footnote references to the Research Bulle- 
tins of the Institute and the Statement of Principles of 
the American Accounting Association as well as to 
Finney and Montgomery are included. The Institute’s 


recommendations have been generally followed except 
for depreciation on appraised properties; Wade shows 
an annual transfer from Surplus from Appraisal, to 
Allowance for Depreciation and states that “net profit 
is not affected by the depreciation of appreciation.” 

Problems from the second edition have been utilized 
in the current edition, with the dollar amounts changed 
in some cases (unfortunately, not in all); new problems 
have also been added. 

The first edition contained 275 pages, the second 
314, the current edition 361. This trend is the result of 
adding new material, undoubtedly to please prospective 
users. The reviewer is doubtful about the wisdom of 
these additions, but the book is so designed that an 
instructor can eliminate those portions he deems un- 
important. The alterations have definitely improved the 
book, making it even more satisfactory than before for 
courses that introduce a student to the mechanical 
framework of accounting. 

Cart L. NELSON 
Professor of Accounting 
University of Minnesota 


C.P.A. Problems. Arthur D. Maxwell. (Philadelphia: 
Stephenson Brothers, 1951. Pp. vi, 201. $3.50.) 


The 106 problems contained in this new text have 
been selected by the author from three sources: (1) 
The C.P.A. examinations prepared by the examining 
boards of the various states prior to their adoption of 
the uniform examination prepared by the American 
Institute of Accountants; (2) The uniform C.P.A. 
examinations of the American Institute; (3) Problems 
prepared by the author and other members of the staff 
of the Accounting Department, Wharton School, Uni- 
versity of Pennsylvania. The majority of the problems 
originate from the first source. Those from the third 
source deal primarily with decedents’ estates, insol- 
vency, and realization and liquidation. 

Estimated completion time for each problem is 
listed in the Table of Contents. An analysis of this 
Table discloses an average completion time of 1.8 
hours per problem. Further study reveals the following 
breakdown: 


timated 
Problems Bouse 
One-half Hour Problems... 6 3 
One Hour Problems....... 32 32 
One and one-half Hour 
Two Hour Problems 42 84 
Three Hour Problems .... 14 42 
Four Hour Problems... ... 5 20 


From the foregoing, it is apparent that the text 
contains a generous supply of one and two hour prob- 
lems and a sufficient number of longer problems to pro- 
vide an adequate test of the “staying” powers of the 
advanced accounting student. Two semesters could be 
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devoted to the preparation of detailed solutions by the 
students and discussion by the instructor. 

While the majority of the problems are not original, 
their selection appears to be well planned. An attempt 
by the reviewer to present a statistical analysis of the 
problems by type was abandoned when the futility of 
applying mutual exclusion to numerous multi-point 
problems became clearly evident. The range of ac- 
counting subjects and situations covered by the many 
problems is voluminous and will offer the senior student 
an excellent opportunity to apply his knowledge of ac- 
counting principles and procedures while at the same 
time serving as a thorough review of fundamentals. 
Problems of a general type, such as consolidations, cost 
accounting, application of funds, municipal and insti- 
tutional, estates, etc., appear frequently enough to 
achieve completeness of subject coverage without being 
unduly repetitious. While the substance of the original 
problems has been preserved by the author, dates have 
been advanced, and the text of many problems has 
been altered to overcome ambiguities and, where 
necessary, to improve the statement of facts. 

Though the title of the text would lead to the belief 
that its principal objective is preparation of C.P.A. 
candidates, its author describes this possibility as a 
secondary publication motive. In his preface he empha- 
sizes his desire to provide a series of problems for use 
in advanced accounting problems courses. While the 
book is aimed in the direction of the problems class, it 
would serve admirably the need for material in the 
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accounting practice section of a C.P.A. review or 
coaching course. 

It is understood that a detailed solutions manual 
will be available, but only to instructors adopting the 
text for classroom use. Many instructors will find this 
rigid control of solutions a welcome feature of the book. 
Where published solutions are available, a feature of 
many other problems texts, there is often a tendency 
on the part of students to seek the easy way out. While 
defeating his own purpose, a student occasionally will 
spend more time and effort in searching for and alter- 
ing a published solution than he would in solving the 
problem. Confidence and self-reliance in approaching 
difficult accounting assignments can easily be destroyed 
in this manner. As an additional preventive measure, 
the source of the individual problems used in the text 
is not revealed. 

The text itself is in workbook form and convenient 
to use. Its large 8}” by 11” pages are ideal for accounting 
problem narrative. 

To gather together a number of C.P.A. examination 
problems appears, at first glance, to be a textbook pub- 
lication short-cut. To select the proper quantity, qual- 
ity and type of problem for student guidance, however, 
is a challenging task. It is the opinion of this reviewer 
that Professor Maxwell has met this challenge success- 
fully. 

Kennet G. Younc 
Chairman, Accounting Department 
University of San Francisco 
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A, 
nnouncing 
1951 ANNUAL CONVENTION 


of the 
AMERICAN ACCOUNTING ASSOCIATION 


Thursday and Friday September 6 and 7 


DENVER, COLORADO 


HOST: COLLEGE OF BUSINESS ADMINISTRATION 
UNIVERSITY OF DENVER 


Tentative Program 
Thursday, September 6, 1951 


0:00 A.M. Registration and Coffee Hour—Courtesy University of Denver 
John W. McEachren, Vice-President, American Accounting Association, Presiding 
THEME: APPLICATIONS OF ACCOUNTING IN THE NATIONAL DEFENSE PROGRAM 
*‘Accounting Data Required in Price Stabilization and Control’’ 
Frank Kaulback, University of Virginia, and Consultant Office of Price Stabilization 
““Accounting Perplexities in the Atomic Energy Program’”’ 
Martin L. Black, i Duke University, and Consultant Atomic Energy Commission 
“The Installation of Industrial Accounting Systems in Federal Government ncies” 
Walter Frese, Director, Accounting Systems Division, General Accounting Office 
“The Excess Profits Tax—Some Policy Considerations’ 
William B. Paul, CPA and Attorney at Law, Internal Revenue Agent-in-Charge, Denver, Colorado, repre- 
senting the Colorado Society of Certified Public Accountants 
12:30 P.M.- 2:00 P.M. Luncheon: No Formal Program 
2:00 P.M.- 3:15 P.M. Second Session 
Round Tables—First Group: 
Visual Aids 
Accounting Courses for Law and Pre-law Students 
Seminars in the Undergraduate Accounting Program 
Selecting Subjects for, and Standards of, Graduate Theses , 
Problems and Difficulties in Teaching the Course in Cost Accounting 
Experiences with Staff Training Programs 
Arranged especially for Practicing Accountants) 
Round Tables—Second Group: 
Visual Aids 
Applications of Statistical Techniques in the Teaching of Auditing Courses , 
Problems and Difficulties in Teaching the Courses in Budgeting and Controllership 
Presentation of Machine Accounting Techniques in Accounting Courses 
Methods of Preparing an Effective and Fair Examination 
Accounting Internships from the Standpoint of the Practitioners 
(Arranged especially for Practicing Accountants) 
Reception for Members and Guests 
Third Session 
Convention Banquet—S. Paul Garner, Presiding 
Speaker: To be selected 
Election of New Officers 


Friday, September 7, 1951 
-12:00 NOON Fourth Session 
Fred E. Horn, Vice-President, American Accounting Association, Presiding 
THEME: ACCOUNTANTS AND FUNDAMENTAL RESEARCH 
““The Meaning of Historical Cost,’ A. C. Littleton, University of Illinois 
“A Critique ot Accounting Trends and Techniques—i950 Edition,’’ 
obert Geroeey, University of Buffalo 

Plus Three Other Papers 
NOON-12:30 P.M. Business Session 

Reports of Officers for Current Year 

Reports of By-Laws Committee 

New Business 
P.M.- 2:00 P.M. Luncheon: Wayne Shroyer, University of Denver, Presiding 

_. Speaker: T. Coleman Andrews, CPA, President American Institute of Accountants 

P.M.- 4:00 P.M. Fifth Session 

Russell H. Hassler, Vice-President, American Accounting Association, Presiding 

THEME: TOWARD MORE EFFECTIVE ACCOUNTING INSTRUCTION 


\Integration of Accounting and Economics in the Elementary Accounting Course”’ 
“Accounting Curricula in Relation to the CPA Examination’ 

Robert L. Kane, Jr., Educational Director, American Institute of Accountants 
“A Critical Analysis of the 1950 Report of the Standards Rating Committee"’ 


8: A.M.- 
10: A.M.- 


In the near future reservation blanks and program announcements 
will be mailed out to members 


PLAN NOW TO ATTEND 
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